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METHODS AND POTENTIALITIES OF 
BREAK-EVEN ANALYSIS 


JOEL DEAN, A.B., M.B.A., PH.D. 
PART III 


LIMITATIONS OF CONVENTIONAL BREAK-EVEN CHARTS 


Why Examine Limitations? 

To obtain maximum practical benefits 
from break-even analysis, it is important 
to recognize its limitations at the outset. 
Awareness of these limitations will be help- 
ful in several respects :— 

(1) To recognize the limits of reliability 
of the cost, revenue, and profit pro- 
jections. 

To avoid naive and unwarranted 
unpractical applications. 

To direct and guide efforts to over- 
come these limitations, (a) by more 
careful determination of underlying 
cost and revenue relationships, and 
(b) by modifying and adjusting the 
resulting functions to reflect differ- 
ent assumptions so as to deal with 
dynamic shifts. 


Scope 

Since a major use of break-even analysis 
is profit forecasting and planning, the fol- 
lowing discussion of limitations is focused 
on this practical use of break-even analysis. 
The same general kind of limitations, how- 
ever, are encountered in using this sort of 
analysis for expense control, price deter- 
mination, and other purposes. 

This analysis of limitations is focused 
upon the typical static break-even chart. 
Many of these deficiencies can be overcome 


by dynamic modification of static relation- 
ships by methods discussed in later chap- 
ters. 

For profit forecasting the static break- 
even chart has serious limitations which 
arise from four general sources: (1) errors 
of estimating the true static cost function, 
(2) oversimplifiation of the static revenue 
function, (3) dynamic forces that shift 
and modify these static functions, and (4) 
managerial adaptations to the altered en- 
vironment. Awareness of these sources of 
error can improve the analysis and sharpen 
interpretation and application of the re- 
sulting projections. 

Determination of Cost Functions 

The principal problem-area of break- 
even analysis is empirical determination of 
the enterprise’s cost curve. Typically the 
static cost function cannot practically be 
established with much precision. Since 
profits are residuals, the profit function 
gets the full impact of these inaccuracies. 

Cost data are largely the by-product of 
the requirements of financial accounting. 
They are therefore collected, classified, and 
apportioned, under fairly rigid conven- 
tions which impose serious qualifications on 
the meaning of the resulting cost and profit 
functions. Errors from this source are of 
three types: (1) exclusion of imputed cost, 
(2) wide discretion in the timing of semi- 
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Break-even Analysis—continued 


investment expenditures, and (3) valua- 
tions and allocations that are necessarily 
arbitrary. 

Valuation errors can be serious in @ 
period of rapid rise in the price level. 
Valuations based on cost depart seriously 
from replacement value. This gives rise to 
inventory gains which, unless removed, 
magnify and distort the cost and profit 
functions. Rising prices also cause under- 
statement of depreciation, assuming that 
prices will be higher than the purchase 
level at the end of the economic life of the 
equipment. 

Allocation errors arise from the neces- 
sarily arbitrary proration of common costs 
among operating units, and the allocation 
of capital wastage over time periods. De- 
preciation is a good example of the prob- 
lems of time-allocation. When, as is com- 
mon, depreciation is recorded as a straight- 
line function of time, it is treated as a con- 


stant cost. Whether depreciation is really. 


a constant cost depends on whether obso- 
lescence exceeds the loss of value due to 
use-deterioration that has not been made 
up by properly recorded maintenance. 

Thus, the profit function of a typical 
break-even chart is a mixture of interest, 
rent, and economic profits; it usually in- 
cludes inventory value gains, which are 
non-recurrent ; and it is probably today in- 
flated by a serious understatement of capi- 
tal wastage arising from prospective re- 
placement values that are now far above 
original cost. 

The inclusion of selling costs also im- 
pairs the accuracy of the estimate of total 
cost, and this makes profit prediction more 
unreliable. There is no necessary fune- 
tional relation between output and costs 
incurred to modify the firm’s demand 
eurve. Selling activity may remain sub- 
stantially constant, yet the demand curve 
may shift with fluctuations in national in- 
come, and tastes. Moreover, there is much 
latitude for manipulating the amount and 
timing of many kinds of selling expen- 
ditures. 

A high correlation between output and 
selling outlays does not necessarily mean 
a stable or meaningful relationship. To be 
sure, some selling costs, such as salesmen’s 
commissions, may be a function of sales. 
But sales may depart from current produc- 
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tion for short periods, so that even these 
expenses may not be related to output. 
When the advertising appropriation is de- 
termined by mechanistic standards (eg. 
X% of expected or past sales) this expense 
is often projected as proportionate to out- 
put. This is not, however, evidence of a 
true functional relationship. Output may 
depart from history and from forecasts 
without causing changes in the advertising 
plan or commitments. Moreover, the effect 
of advertising will be spread over indeter- 
minately future output as well as present 
output. 

Even when budgeted as a fixed percen- 
tage of expected sales, much advertising 
should be treated as a fixed cost, since once 
the advertising plan is established its total 
is unaffected by the actual output rate of 
the period. Better still might be to view 
some advertising as a capital investment, 
since benefits stretch into the future, and 
there is wide discretionary latitude in its 
timing. 

Validity of Revenue Function 


The revenue function of break-even 
analysis holds selling price constant over 
the range of output, an assumption that is 
practical for many enterprises because of 
the inflexibility of selling prices and the 
existence of an area of price discretion. 
Break-even analysis is not concerned with 
the effect of price or quantity sold, but is 
confined to projections of the effects on 
costs and profits of various outputs that 
result from shifts in the firm’s demand 
function. Analysis of demand is viewed 
as a separate problem. 

The accuracy of a profit projection based 
on this constant-price revenue line will be 
impaired by changes in list price, con- 
cessions, product-mix and _ distribution 
channel ratio. Changes in list price call for 
a new sales line which alters the profit 
function and the _ break-even point. 
Changes in price concessions, which in 
some industries are great and are likely to 
be correlated with output, will also vitiate 
the profit forecast, and are harder to allow 
for. 

Changes in the composition of demand 
impair the accuracy of the static sales line 
and may vitiate the profit projection. 
Whenever products differ in contribution 
margin and there is variation in product- 
mix from period to period, profits will vary 
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Break-even Analysis—continued 


at a given output rate, if output is meas- 
ured by an index that is appropriate for 
getting a production cost function. In 
these circumstances, the constant-price 
sales line is inaccurate, even as a static 
function. Two combinations of products 
that are equal in amount as measured by 
the output index will not yield equal 
revenue. Only by measuring output in 
current sales dollars can total revenue be 
a single-valued function of output. But if 
this is done, cost will not be the same for 
output of different product composition. 

Changes in the proportion of output 
that goes through the various distribution 
channels has serious effects where the con- 
tribution margin differs greatly among 
channels. The channel-mix is often neither 
stable nor precisely correlated with output. 

One way out of these difficulties is to set 
up a family of revenue lines, each one ap- 
plicable to a specified product-mix and 
distribution-channel ratio. Another solu- 
tion is to set up a different chart when the 
planned product-mix and channel-mix 
change. 


Dynamic Forces 

Dynamic forces impose added limitations 
on profit projections from static cost and 
revenue functions, however accurately de- 
termined. Changes in factor prices, tech- 
nology, and scale and depth of plant, shift 
and modify the static cost function. These 
changes take place continuously and their 
impact is intertwined so that it is hard to 
separate them from short-run adjustments. 


The relation of technology to cost 
behaviour is subtle. Changes in scale, in 
flexibility, and in management methods, 
are often all represented in a single tech- 
nical improvement. 

These dynamic changes in costs and sell- 
ing prices are likely to be highly correlated 
with the firm’s output. This will reduce 
the reliability of forecosts of profits that 
are based upon an assumed independence. 
A single company’s volume decline is not 
likely to be independent of a downturn of 
general business activity. And it is incon- 
ceivable that management’s adaptation to 
this changed situation would produce an 
output-expenditure pattern just like that 
produced by the operating plans of today’s 
volume expectations. 
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Profits Controllable 

Profits in modern enterprise are not 
purely passive. Profits are controllable by 
management to an important degree. Costs 
ean be reduced under pressure. And the 
pressure for efficiency is not constant and 
always sufficient. It varies dramatically 
over the cycle and with the fortunes of the 
firm. There are, therefore, significant fluc- 
tuations in the intensity of the compulsion 
to cut costs. Top management of a major 
railroad estimates that two years of sys- 
tematic indoctrination at all management 
levels will be required to get the efficiency 
drive back to the pre-war level. 

Another condition that makes reported 
profits significantly controllable in the 
short run is the wide time-latitude that 
exists in the incidence of real cost upon 
expenditures. Important parts of produc- 
tion, selling, and administrative expense 
relate to past or future output and can be 
postponed over long periods. 

Price jurisdiction provides 
means of controlling profits. 


another 
Prices in 


many industries are lower than would be 
most profitable today. A rise in break-even 


point frequently indicates that price ad- 
vances have not kept pace with shifts in 
cost.* 

This controllability of short-term profits 
reduces the reliability of the break-even 
chart for forecasting profits. But it means 
that it may have great usefulness in the 
planning and control of profits. 


The break-even chart has more stability 
than the foregoing discussion of its limita- 
tions might imply. One reason is that 
shifts in the cost function tend to be ac- 
companied (with some lag) by similar 
ehanges in selling prices in many imper- 
fectly competitive enterprises. This is 
partly the result of the use of cost-plus 
formulas to set and adjust prices. 


Another reason is that the pressure for 
efficiency is intensified in periods of ad- 
versity. The controllability and postpon- 
ability of expenditures can in some degree 
compensate for uncontrollable shifts in 
selling prices and stickiness in factor 
prices. 


“The effect of Prices Control Orders reducing 
prices or profit margins may be presented visually 
by making use of comparative break-even charts. 
—Fad. 
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Break-even Analysis—continued 


Under modern competitive conditions, 
selling price and the intensity of selling 
efforts are not normally adjusted frequent- 
ly to short-term shifts of the firm’s de- 
mand. Hence the assumptions of constant 
selling price and essentially passive selling 
cost adjustments are more realistic and 
useful for short-run adjustments under 
normal conditions than economic logicians 
might think. 


Summary of Limitations 

The static break-even chart not 
automatically provide a reliable forecast of 
future profits. The break-even point and 
profit level indicated by charts is based on 
a continuation of today’s relative prices 
and expenditures patterns. Hence it does 
not accurately forecast the probable future 
break-even point in the event of a business 
decline. A break-even chart is an over- 
simplified analysis of expected profits at 
various levels of output. 


does 


Profit will, of course, vary with changes 
in output; but it also will vary with 
changes in production plans and in the in- 
tensity and kinds of selling efforts. Hence, 
at best, any single break-even chart can 
only show profit expectations under a 
single set of assumptions regarding ex- 
ternal market conditions and management 
strategy. 
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profit forecasting over any long 
range, the break-even chart alone is a too 
simple and restrictive device. It assumes 
that profits are a single-valued function of 
activity rate. This may be approximately 
true for short-run fluctuations over a mod- 
erate output range. It becomes, however, 
progressively less true as the time period 
of adjustment increases and the range of 
output increases. This is because condi- 
tions change. Not only material and com- 
ponent prices and wage rates, but tech- 
nology, efficiency, and selling prices, pro- 
duct-mix, and channel-mix, are assumed 
constant in drawing any one break-even 
chart. 

The main contribution of break-even 
analysis is a dramatic, graphic comparison 
of several functional relationships on one 
chart (i.e. the short-run relationships of 
costs, revenue, and profit to activity rate). 
Its usefulness for any managerial problem 
depends on the accuracy and relevance of 
these several relationships. 

Break-even analysis is only one of many 
tools of modern management. This needs 
to be kept constantly in mind. By seeking 
here to explore all possible practical appli- 
cations of break-even analysis, this article 
tends to overstate its usefulness. On many 
problems break-even analysis throws some 
light, but it needs to be supplemented by 
other information and considerations to 
obtain a balanced decision. 


For 


IV.—_MANAGERIAL APPLICATIONS 


This chapter deals with the principles of 
practical application of break-even analysis 


to managerial problems. It lays no claim 
to completeness. Its fragmentary coverage 
reflects the kinds of problems that come up 
in a pilot study. The analysis frequently 
goes beyond direct application of break- 
even analysis, which illustrates the way 
that it can open up avenues of analysis of 
practical problems beyond its direct scope. 


Opportunities for Practical Usefulness 


From the foregoing examination of the 
limitations of the typical static break-even 
chart, it is clear that the break-even analy- 
sis, if it is to be a useful management tool, 
must be extended to embrace anticipated 
results under the various alternative 
courses of action which management may 
choose. The break-even analysis then ean 


become not one set of cost and revenue 
curves but a series of curves in which there 
are separate cost and revenue functions 
for alternative management strategies. The 
choice open to management of expanding 
volume by pushing product A instead of 
product B becomes a part of break-even 
analysis. Each alternative course of action 
is represented by its own revenue curve 
and cost curve and resultant profit expec- 
tation. Sometimes, it is not practical to at- 
tempt to present each of these special cir- 
cumstance estimates graphically. They may 
take the form of separate operating bud- 
gets for various operational plans and 
strategies at various levels of output. 
Future costs are all that matter for man- 
agement’s decisions, yet past costs are 
often all it has. In using past costs, able 
executives recognize the need for modifica- 
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Break-even Analysis—continued 


tion, but these adjustments are better made 
explicitly and systematically by specialists 
than surreptitiously in the form of mental 
reservations of top executives. If break- 
even chart functions are adjusted to pro- 
ject the impact of these dynamic factors, 
they become new and powerful manage- 
ment tools. They are multi-dimensional 
projections of cost behaviour and profit ex- 
pectations that reflect the impact of pro- 
jected changes in wage rates, material 
prices, selling prices, product-mix, as well 
as changes in technology. 
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Break-even analysis has not measured 
up to its potential usefulness, but it can if 
it embodies those kinds of cost forecasting 
and thus becomes a versatile device for 
flexible comparisons of conjectural income 
statements under a variety of projected 
conditions. 

Modification and Manipulation of 
Break-even Charts 

To use break-even analysis for the prac- 
tical problems for which it can be helpful, 
it is necessary to modify and manipulate 
the static charts. 


BREAK-EVEN CHART® 
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Break-even Analysis—continued 
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A shows the generic structure of the break-even chart. The horizontal axis represents soni 
measure of output, such as physical volume of production, per cent of full capacity output, or 
sales volume. The sales line relates total revenue on the vertical axis to total output on the 
horizontal axis and is always drawn as a straight line. There are usually two kinds of cost 
shown: variable costs (assumed to vary with output), and constant costs (assumed indepen- 
dent of output). The total-cost line adds these two components,and is also drawn as a straight 
line. The vertical distance between total sales and total cost is total profit at outputs greater 
than where the two lines intersect. Short of this break-even point it represents losses. 

B illustrates how a break-even chart is used to find the amount of cost reduction needed to 
meet a given amount of sales decline. In the form shown here the chart assumes that selling 
prices, material prices, and wage rates and labour efficiency will all remain unchanged in th 
face of a sales decline. 

C illustrates how a break-even chart ean be used to determine the effect of a contemplated 
new investment on cost behaviour. The new investment is assumed to increase fixed costs and 
reduce unit variable costs. Therefore the new total-cost line is above the old one for low 
outputs and above it for high outputs. The intersection of the two cost lines shows the level 
of output that must be exceeded to make the new investment profitable. 

D shows how the total-cost line and the break-even point shift from year to year with 
changes in selling prices, materials prices, wages, and the nature of production. However, if 
the horizontal axis had been calibrated in physical units, or if a price index had been used 
to deflate the cost and revenue data, the shift in the break-even point would have been reduced 
substantially. 


This sections deals on a general plane The basic requisites for doing a good job 
with the concepts and methods of adjust- of adjusting break-even charts to solve 
ing static break-even charts to make them practical problems are :— 
serve practical management purposes bet- 
ter. The specific kinds of adjustments 
needed for dealing with particular kinds of 
management problems will be suggested 
later in this section, where these applica- (2) Knowledge of the assumptions 
tions are discussed. underlying each chart. 


(1) Intimate familiarity with how the 
charts were constructed and how the 
analysis was made. 
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Break-even Analysis—continued 


(3) Comprehension of the management 
problem for which the adjustment 
is made. 

A useful distinction can be made be- 
tween modification and manipulation of 
break-even charts. Modification means 
changes in concepts, valuations, and forms 
of cost and revenue. Manipulation means 
changes in the underlying assumptions and 
the levels of cost prices, product prices, 
and product-mix, ete. 


How to Modify Break-even Charts 


Different kinds of break-even charts are 
needed for different managerial purposes. 
Concepts of costs that are relevant for 
some problems are not for others. Hence, 
changes in the concepts and constituents of 
costs and revenue are sometimes needed. 
The basis of valuation inherent in accepted 
accounting methods is for some manage- 
ment purposes less germane than various 
kinds of economic valuations; hence, 
changes in valuations are sometimes 
needed. For some management problems, 


unit costs and revenue are more appropri- 


ate than totals. Hence, changes in the 
form of costs are sometimes needed ; conse- 
quently, if break-even analysis is to realize 
its full potential usefulness for managerial 
problems, various kinds of modifications 
are needed for different management uses. 
These are of three basic types :— 

(1) Changes in concepts and compon- 
ents of cost, revenue, and profits. 
Examples are: controllable costs v. 
full cost; contribution profits v. net 
profits; standard revenue v. actual 
revenue. 

Changes in valuations. Examples 
include: replacement value v. his- 
torical value; liquidation value v. 
book value; future wage and price 
level v. past levels. 

Changes in the form of cost and 
revenue. Examples are: marginal 
cost v. full costs; unit cost curves v. 
total cost function; incremental 
profits v. net profits. 

In making these modifications, the first 
problem is an intellectual one of determin- 
ing precisely what concept of value base 
and form is really relevant for the problem 
at hand. The second problem is a measure- 
ment problem, namely to obtain an excep- 


The Australian Accountant 


407 


tionally accurate basis for making the ad- 
justments and the projections that are 
called for. 


How to Manipulate Break-even Charts 


Manipulation of break-even charts to 
measure and dramatize the kind of com- 
parisons and relationships that are needed 
for the problem at hand presents great 
difficulty. The fundamental requirement is 
an understanding, of the methods and limi- 
tations and assumptions that underlie the 
construction of the charts. The essential 
process is to change the assumptions and 
draw different charts for different pro- 
jected plans of conditions and to compare 
multiple alternatives through charts that 
show the impact on profits. To make a 
break-even analysis broadly flexible enough 
to facilitate rapid modifications, it is im- 
portant to marshal the underlying material 
so that changes in wages and prices and 
cost components can be rapidly reduced to 
diagrams. 


How to Explore Possible Usefulness 

The ways in which break-even analysis 
can be helpful are numerous, and they 
differ for each organization and for differ- 
ent phases of its development. There are 
several methods of exploring these possible 
uses. These methods, which are not substi- 
tutes but complements, will be illustrated 
briefly from the pilot study :— 

(1) Work down a check-list of manage- 
ment’s current major problems and 
see where break-even analysis might 
help. 
Examine the nature of the cost, 

revenue, and profit relationships 
that are studied in _ break-even 
analysis, and try to visualize useful 
comparisons and projections. 
Think through the various phases 
of managerial control of operations 
and see how break-even analysis 
might contribute to each. 


Pressinac Poticy PRospLEmMs.—The first 
approach is to develop a list of the most 
pressing current problems of top manage- 
ment and see which ones break-even analy- 
sis might help solve. This approach has 
the advantage of capturing executive in- 
terest at the outset, for interest is likely 
to be proportionate to the urgency of the 
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problem. Some of the pressing problems 
on gas furnace operations were: 

(1) Whether to continue to hold avail- 
able production capacity which is 
considerably in excess of current 
use and immediately foreseeable de- 
mand. 

How much to pay (in terms of losses 
or foregone profits) in order to keep 
a toehold on the market and be in a 
position to expand output rapidly. 
How much should be spent in sales 
promotion in order to expand out- 
put and dispose of accumulated in- 
ventories of finished products. 
What price concessions should be 
given to buyers outside the regular 
distribution channels in order to ex- 
pand sales in this sector of the mar- 
ket. 

How far short of a reasonable stan- 
dard of adequate profits are we at 
present and at prospective output 
rates. 

Shall we schedule production at a 
uniform rate throughout the year 
(based on forecasted annual sales) 
or should it fluctuate seasonally 
with demand. 

CHANGES IN Cost AND REVENUE CONDI- 
TIoNs.—In terms of the second approach, 
break-even analysis is concerned with the 
relationships of revenue, costs, and profits 
to rate of plant activity. Its most direct 
application is prediction of profits. By 
broadening the analysis to encompass 
changes in underlying conditions, it can 
be used to estimate the profit consequences 
(at various production rates) of the follow- 
ing kinds of changes :— 

(1) Revenue changes: selling prices, 

price discounts or differentials, 
product-mix, distribution-channel- 
mix, additions and deletions from 
the product line. 
Cost changes: material prices, wage 
rates, technical progress, output- 
per-man-hour, size of ‘‘nucleus’’ 
personnel, product-mix, marketing 
expenditures, ete. 

Hence, when any of these revenue or 
cost changes is contemplated as a matter 
of policy, an estimate of its effect on profits 
over the whole probable range of output, 
may contribute to a wiser decision. Thus 
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profit forecasting may contribute to profit 
making. 

Prorit PLANNING AND COoNTROL.—A 
third approach is in terms of the way 
analysis of cost, revenue, and profit fune- 
tions can contribute to the development of 
an integrated structure of managerial con- 
trol. .This requires a background analysis 
of the pure theory of managerial control. 
Role of Break-even Analysis in Basic 

Structure of Managerial Control 

Break-even analysis can be an important 
part of the equipment for effective mana- 
gerial control. To see break-even analysis 
in its proper setting, it is necessary to con- 
sider at a philosophical level some of the 
rudiments of managerial control strue- 
ture : 

(1) Responsibility Accounting.—In ad- 
dition to the important function of 
periodic measurement of the financial re- 
sults of operation, accounting has an im- 
portant job in connection with measure- 
ment of managerial performance of indi- 
vidual executives in various echelons of 
management. Normally, it does not serve 
this latter function as effectively as it 
could. To make it do so often requires a 
basic recasting of the method of accumu- 
lating and classifying accounting informa- 
tion. In addition to classification of ac- 
counts by object of expenditure (so called 
natural accounts), accounts need to be 
classified in terms of executive responsi- 
bility. This should not be confined to the 
main functional divisions, but should ex- 
tend to executive responsibility at lower 
levels. This dimension of the structure of 
accounts is basically governed by the strue- 
ture of managerial organizations. The re- 
sult is that operations accounting is done 
in terms of persons who occupy carefully 
designated positions with attendant auth- 
ority and responsibility. This kind of re- 
sponsibility accounting is the first step in 
making the bookkeeping records a tool for 
measuring marginal performance. 

If a flexible budget is to attain the major 
objective of improving expense control, 
special purpose expense budgets should be 
prepared for each executive in terms of the 
area of his executive responsibility. The 
expenses included in his statement should, 
for expense control purposes, be confined 
to those which are controllable at his level. 
Non-controllable expenses can be added as 
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a memorandum, but they should be clearly 
separated and should not be included as 
a part of the executive responsibility. 

(2) Profit Responsibility—A powerful 
device for overcoming some of the inherent 
weaknesses of a giant organization is to 
pin profit responsibility on executives as 
far down the organizational echelon as pos- 
sible. By pushing profit motivation down 
to the roots of the organization you release 
and stimulate the creative power of capi- 
talism. Setting profit goals for individual 
executives and measuring them in terms of 
profit standards is a way to do this. A 
combination of some sort of profit goal and 
a modified profit and loss and break-even 
statement, to measure achievement of goal, 
is a way to attain this end. 

(3) Controllable Factors Only.—The 
use of net profits for this purpose is better 
than no profit-control. But net profit as a 
standard is defective because it makes the 
executive responsible for things that lie 
beyond his sphere of control. To be fully 
effective, the profit standard and profit re- 
sults should be confined to controllable 


profits rather than to net profits. Control- 
lable profits at each executive level repre- 
sents his contribution to overhead and net 


profit. It is the margin between the ex- 
pense that he can do something about and 
a revenue concept that is unaffected by 
things he ean’t control. This concept is 
sometimes called ‘‘ contribution dollars.’’ 

In general, prorated expenses should not 
be included in the flexible budget of a par- 
ticular executive. Proration is necessary 
for cost accounting purposes, but not for 
expense control. The prorated expenses 
Should logically be found only in the ex- 
pense budget of the executive who is res- 
ponsible for the expense in question. This 
is largely on the grounds of lack of ability 
to control, but also because any proration 
is necessarily arbitrary and gives rise to 
contention about its validity. This view- 
point would also lead to the exclusion from 
a particular executive’s expense statement 
of other items, which are not prorated but 
which are not at his level controllable. All 
costs would be included in some executive’s 
expense control statement, but the prorated 
and other non-controllable items would be 
excluded from the statement of the execu- 
tive who receives the apportioned services. 
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(4) Profit Dollars Rather than Percen- 
tage Margins—To release the maximum 
creative powers of individual freedom, it is 
better to set the profit standards in terms 
of aggregate dollar contribution rather 
than in terms of percentage margins or 
mark-ups. This leaves management free to 
choose alternative ways of maximizing the 
total contribution within the broad limits 
of company policy. 

(5) Subsidiary Controls.—Controllable 
profit can be an overall goal and standard 
of marginal performance. To be most 
effective it needs to be supplemented by 
subsidiary standards and controls. Expense 
control and inventory control are _ ex- 
amples. These subsidiary controls need 
also to be broketi down into spheres of 
managerial responsibility so that they can 
be integrated with the executive’s profit 
goal. 

(6) Special Reports for Special Pur- 
poses. — Following out this philosophy 
leads to a panorama of special reports. 
Each report is designed to answer one 
major question only. On the surface, this 
looks wasteful, but actually the old style 
omnibus report is far more wasteful. It 
wastes priceless managerial power. The 
special report plan only wastes paper. 

(7) Pyramid of Controls—Under this 
plan, a pyramid of controls is evolved that 
follows the pyramid of organizational res- 
ponsibility. In each level of the manage- 
ment echelon, each report shows ‘in detail, 
the performance of that executive meas- 
ured against the things he can control. 
Another set of reports measures the same 
way, but in summary form, the achieve- 
ments of the men he supervises. Thus, by 
successive summarizations of delegated 
responsibilities, the control reports aid 
supervision and also call attention to direct 
personal responsibility for activities within 
the spending span of individual executives. 


WHERE BREAK-EVEN ANALYsIS Fits IN. 
—We entered the realm of management 
control through the door of break-even 
analysis. Break-even analysis investigates 
profit behaviour as a result of changes in 
volume and in other factors. Our concern 
about control uses of break-even charts led 
into their broader considerations. And an 
important part of the value of this pilot 
break-even study has been the exploration 
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Break-even Analysis—continued 


of the policy and control problems to which 
break-even charts may make some contri- 
bution. However, we should avoid exagger- 
ating the versatility of break-even analysis. 
A sound structure of managerial controls 
must include many components in addi- 
tion to break-even analysis. Some of the 
contributions of break-even analysis are :— 


(1) Determination of the functional re- 
lationships between activity rates 
and costs, revenue, and profits, make 
it possible to set better standards of 
profits, contribution dollars, and ex- 
penses. These standards can be made 
flexible, not only to volume but to 
other changed circumstances, and 
hence are more nearly ‘‘alibi- 
proof.’’ 

The conception and behaviour of 
controllable profits is formulated 
precisely so that its practical use- 
fulness in managerial control is 
clear. 

Determination of functional rela- 
tionships to costs and to revenue 
provides a subsidiary control device 
subordinate to controllable profits. 


Flexible Budgets and Expense Control 


The general way that flexible budgets 
ean be useful in expense control can be 
highlighted thus :— 


(1) The basie concept of a flexible bud- 

get is a standard for expense control 
and profit forecasting which is flex- 
ibly adjusted to the principal fac- 
tors that cause cost to vary from 
period to period. 
The variable budget as commonly 
conceived is a special kind of flexible 
budget which takes account of only 
one factor that influences cost be- 
haviour, namely the rate of activity. 
The break-even chart is a diagram- 
matic presentation of a variable ex- 
pense budget combined with a vari- 
able revenue estimate which is based 
on continuation of present prices. 
These charts are drawn on the as- 
sumption that wage rates, product, 
labour efficiency, ete., remain un- 
changed and only rate of activity is 
varied. 


(3) It would appear desirable to try to 


broaden the concept of a flexible 
budget to include other major en- 
vironment influences in addition to 
variation in output rate, since what 
is wanted is an expense standard 
that will be used in a future period 
and that will be as nearly alibi- 
proof as is practical. 

(a) Such a budget provides flexible 
standards that are adjusted to 
take account of differences in 
activity rate, price levels, lot 
size, ete., and are hence rela- 
tively alibi-proof. 

It furnishes the basis for a bet- 
ter understanding by execu- 
tives of the forces that cause 
cost to vary. 

The expenses included in any 
executive’s flexible budget 
should in principle be confined 
to those costs (and revenues) 
which are controllable by him 
at his level. This involves the 
basic concept of different cost 
statements for different pur- 
poses. 

The concept of a flexible budget 

should refine the determination of 

the expense standard. It should 
show a forecast cost based on fore- 
casted activity, as well as a flexible 
budget standard, based on the 
actual activity and other conditions 
of the period, with the actual cost 
and departures. The flexible budget 
should not abrogate the basic con- 
cept that for expense control pur- 
poses only costs that are control- 
lable should be included. Such basic 
cost behaviour patterns could be 
used to (a) get a forecast of ex- 
penses based on forecasted sales, 

(b) compute a flexible budget based 

on the actual volume and other con- 

ditions of the cost period, (c) com- 

pare this with actual cost, and (d) 

show departures from this alibi- 

proof standard. 


Cost Reduction Programmes 


Break-even analysis may have some 
minor usefulness in setting strategic goals 
for cost cutting programmes. The first 
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Break-even Analysis—continued 


step in this kind of application is to get 
rid of the notion that all fixed costs are 
non-reducible and all variable cost can be 
eut. The distinction between fixed and 
variable costs is whether they automatical- 
ly change (in total) when output rate 
changes in the short run. This has nothing 
to do with curtailability. 


As a part of disaster planning, it may 
be helpful to plot the profit consequences 
of various sorts of reductions in costs. 
Draw a Jeremiah break-even chart to show 
the worst that might happen if selling 
prices had to be cut another X%, and 
volume dried up to Y% of present volume, 
and wage rates proved inflexible down- 
ward. Estimate how much you would have 
to cut various kinds of overhead to live 
with this situation. Estimate the sales level 
to which out-of-pocket losses would occur 
and the probable cash losses for various 
durations of the catastrophies. 


Another approach is to project the effect 
of various possible wage and other costs 
increases upon the break-even point and 


upon profits at planned production rate. 


This would involve drawing alternative 
hypothetical charts based upon various as- 
sumptions regarding future wage and 
material price levels and finished product 
prices. Often it is clearest to show the 
present break-even chart in the background 
of each alternative as a comparison basis. 
Such charts for a company as a whole can 
have considerable usefulness as background 
basis in wage negotiation. They also serve 
as a planning aid when some levels of wage 
increases appear imminent. 


COMMERCIAL AND ADMINISTRATIVE Ex- 
PENSES.—Should advertising expense be re- 
garded as fixed or variable for flexible bud- 
get purposes? Although the advertising 
plan and appropriation might be based 
upon an estimate of expected sales volume 
(eg. X% of anticipated sales), neverthe- 
less, once the programme was decided 
upon, it would be constant, regardless of 
variation of the level of the actual volume 
of production. Hence, in this sense, it is a 
fixed cost for flexible budgeting. However, 
advertising plans might be changed as a 
result of volume developments and that 
considerable flexibility existed in shifting 
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sales and executive personnel in response 
to changes in volume. Hence, in this sense 
these sales items may be semi-variable. 


In what ways can break-even chart 
analysis aid in reaching a decision as to 
whether more advertising money or man- 
power should be applied when the sales of 
a particular product keep plant operations 
below economic capacity? Much depends 
on the shape of the selling cost curve, i.e. 
the way variations in selling activity may 
be expected to be related to sales results. 
Behind a decision to increase selling effort 
must lie some reasonable conjecture about 
this selling cost function, although we have 
little empirical basis for making such an 
estimate. 


Most components of commercial and ad- 
ministrative expenses, except salesmen’s 
commissions, would be unlikely to vary 
over short periods with the output actually 
obtained, but would be related to planned 
sales and might be subsequently adjusted 
to take account of departures from fore- 
casted sales. 


Determination of Economic Profit 


For many managerial purposes economic 
profits are more relevant than accounting 
profits. Hence, it is desirable to modify 
the present break-even chart, which is 
based upon accepted accounting methods, 
to estimate economie profits as opposed to 
accounting profits. 

Several possible uses of the resulting 
estimates of economic profits are :— 

(1) To get a valid measure of invest- 
ment return in the business as com- 
pared with the alternative of put- 
ting the money in a new venture 
which promises highest profits. 

(2) To appraise adequacy of profits 
against a background of past real 
profits. 

(3) To throw light on the appropriate- 
ness of a price decision. 

(4) To aid in wage negotiations and em- 
ployee education. 


this profit ad- 
follows :— 
to a replace- 


The methods of making 

justment are essentially as 

(1) Adjust depreciation 
ment basis. 

(2) Charge material and component 

parts at a current replacement cost. 
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Break-even Analysis—continued 


(3) Adjust prorated costs to reflect re- 
placement value depreciation. 

(4) Adjust the resulting profit figures 

for purchasing power of money to 
get real profits that are comparable 
in concept to real wages. This ad- 
justment could be made roughly by 
using a ready-made index number 
for capital goods prices or it could 
be refined by developing a special- 
purpose index. 
Adjust the aggregate investment in 
the business to present replacement 
levels. Then figure the rate of re- 
turn on this investment obtained 
from economic profits before defla- 
tion for purchasing power. 


What to do about Excess 
Plant-capacity 

A major top-management problem arises 
when production capacity of a plant is 
large in relation to a present small volume 
of sales. In determining what to do with 
this excess capacity, several alternatives 
present themselves. Among them: (1) 
keep the entire production capacity avail- 
able for the present product, (2) convert 
a substantial portion of it to some other 
product, but keep enough to serve present 
and immediate demands for the main pro- 
duct, and (3) drop part of the present 
line and retire, at least temporarily, from 
this aspect of the business. 

In choosing between these and other 
possibilities, break-even analysis can be 
of some help, primarily along these lines: 
(1) mapping out the lost profits that re- 
sult from idle capacity, (2) comparing 
these with the estimated opportunity 
profits from using the capacity for the best 
alternative purpose, (3) projecting the idle 
capacity costs over the period that might 
be required to develop capacity demand, 
and (4) charging the foregone profit costs 
of idle capacity to the executives who have 
the responsibility and authority to do 
something about it. 

The analysis techniques for making these 
analytical contributions are quite simple. 
They consist in projecting alternative 
break-even charts and measuring profits 
associated with various output rates and 
comparing them with other level estimates 
such as the projected long-time trend of 
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sales and the probable profits from using 
part of the capacity to make some other 
product. 

It may be helpful to project through 
time the profit consequences of a sales 
growth trend projection. To do this would 
involve making or using an existent long- 
time sales growth projection and laying 
off on a time curve various profit strata, 
e.g. :— 

(1) Break-even volume. 

(2) 20% - return - on - invested - capital 
volume. 

(3) 30% - return - on - invested - capital 

volume. 

This kind of projecting must be extreme- 
ly tentative and is quite unreliable, but it 
sometimes helps to know roughly where 
you are hoping to go. 


Establishment of Market Goals 

The problem of establishing market goals 
must be mainly solved in the light of mar- 
ket potentials. What people want and what 
competition offers are the dominant deter- 
minants of what you ought to try to sell. 

Break-even analysis can, however, make 
some contribution in shaping these goals. 
Its main contribution is to show a picture 
of the profit consequences of various alter- 
native marketing achievements. These con- 
jectural profit results can then be compared 
with the probable cost of the kind of mar- 
keting activities that may produce them 
(e.g. selling efforts, price concessions and 
discounts). This will provide an indication 
of the maximum that it would be justified 
to spend in attaining the specified market- 
ing achievements. 

Whether the contemplated expenditures 
would get these achievements is another 
estimating problem not solvable by break- 
even analysis. Thus, break-even analysis 
serves to sharpen the problem and to give 
it numerical dimension by showing the 
profit gains from alternative marketing 
plans. Although this helps, the basic prob- 
lems remain, namely, (1) the measurement 
of the market results obtainable from vari- 
ous amounts of market efforts (advertising 
and selling outlays or concessions in price 
or discounts), and (2) the selection of the 
best combination of market tools to make 
up a specified market outlay. 

Examples of some of the ways that 
break-even analysis can help to shape mar- 
ket goals will clarify this general approach. 
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Break-even Analysis—continued 


For determining sales volume goals, break- 
even analysis can provide estimates of net 
profits and contribution profits and the 
increase in each that would result from 
specified sales volume levels by showing 
how much more money if volume can be 
increased by various amounts. It may in- 
dicate the maximum that could be spent 
for this purpose if it were successful in 
attaining the specified volume. 


For determining product-mix objectives, 
break-even analysis can map out the profit- 
ability of alternative product-mixes. It 
can also produce, as a by-product, estimates 
of the marginal production costs of each 
product (additional costs of making addi- 
tional units) and the marginal profit of 
each product (the spread between price 
and marginal production costs). By show- 
ing quantitatively which products con- 
tribute most to profits and overhead, a 
more intelligent and explicit sales effort 
may be possible. To be sure, the product- 
mix of house fittings (e.g.) that is de- 
manded is largely governed by the kind of 
houses that are built, and most selling effort 
is directed at the whole product line rather 
than being pinpointed on particular types. 
Nevertheless, there are great regional 
differences in types of certain products, 
and advertising on a local basis has proven 
successful. Hence, some guides for regional 
sales emphasis with a view to changing 
your share of these markets might be pro- 
vided. 


For determining the proportion of pro- 
duct that should flow through different 
sales channels, break-even analysis can in- 
dicate different profit consequences of the 


different proportions. Although the 
amount that goes through regular channels 
may appear rather inflexible, the volume 
through more direct channels is somewhat 
expansible. But often the problem is to de- 
termine how much of a price concession is 
worth while to get an additional piece of 
volume from a buyer. For this purpose, 
break-even analysis provides two guides: 
an estimate of the marginal production cost 
furnishes the rock-bottom below which 
price concessions cannot be made, and 
Profit-volume projections indicate the gen- 
tral magnitude from gains from increased 
volume. 
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An extension of the same kind of analy- 
sis might lead to estimates of the additional 
selling cost associated with sales to differ- 
ent kinds and sizes of buyers, which may 
provide further guides. For determining 
the amount of advertising that will pay 
out, the break-even analysis is not very 
helpful. The pivotal problem is to deter- 
mine the relationship between advertising 
expenditure and sales results—a problem 
that lies beyond the scope of break-even 
analysis. However, the potential profit con- 
sequences of various alternative amounts 
of advertising outlay can be estimated 
from break-even charts on the basis of as- 
sumptions concerning the effectiveness of 
the advertising. This may serve to sharpen 
the problem and mark boundaries around 
the range of reasonable advertising appro- 
priations. 

Setting Selling Prices 

The usefulness of break-even analysis for 
setting selling prices is quite limited. Com- 
petitive-price bench marks® and demand 
elasticity should be the major considera- 
tions in price determination. 

Break-even analysis can be of some help 
by projecting the profit effect of various 
alternative selling prices and discount 
levels, by drawing a separate break-even 
chart for each contemplated price and for 
each contemplated channel-mix and com- 
paring this with the present chart to see 
what volume of increased sales would be 
necessary to attain the same level of profit 
as you now have or to obtain any specified 
profit goal. This does not solve the prob- 
lem, but merely sets it up in measurable 
terms, for the central problem is whether 
the price or discount concession will have 
the required effect on sales volume. 

Another way that break-even analysis 
may be helpful is to help solve the practical 
problem of determining the amount of 
price concessions to be offered the large- 
seale speculative builder. Marginal cost 
(i.e. the additional cost of an additional 
unit of output) sets a rock-bottom'limit for 
price concessions. Any price above mar- 
ginal cost makes a contribution to fixed 
charges and profit. If the alternative to 
taking the order is idleness, and not the 





5 Bench mark: A point adopted for convenience, 
the level of which acts as a basis for the calcula- 
tion of other levels in the vicinity of that point. 
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Break-even Analysis—continued with the increase of one unit of out- 


substitution of concession business for put (the slope of the total indirect 
cost line). 


regular business, then this contribution is ; 
better than nothing. For any other specific product, add 
to direct material and direct labour 


A moderately good estimate of marginal cost an estimate of incremental in- 
direct expense. To get the latter, 


cost can be obtained from the break-even ; get 

chart data, thus :— first get the ratio of indirect manu- 

facturing expense to standard direct 

(1) For a standard product, add to labour eosts for. that product. 

actual direct material and direct Second, apply this ratio to the in- 

labour the increase in _ indirect cremental indirect manufacturing 
manufacturing expense associated expense for the standard product. 


Professor Joel Dean has made a special study of break-even analysis, and in 
agreeing to release this material for publication in The Australian Accountant he has 
made available to readers a valuable research contribution which should stimulate 
interest in the practical application of the technique of break-even analysis.—Ed. 





THE SIXTH INTERNATIONAL CONGRESS ON ACCOUNTING, 1952 
Sir Harold Gibson Howitt, G.B.E., D.S.0., M.C., F.C.A., appointed President 


The Council of The Sixth International Congress on Accounting, 1952, at its 
meeting on 26 September 1951, appointed Sir Harold Gibson Howitt, G.B.E., D.S8.O., 
M.C., F.C.A., a Past President of The Institute of Chartered Accountants in England 
and Wales, as President of the Congress to be held in London in June 1952. 

Mr. Charles Percival Barrowcliff, F.S.A.A., President of The Society of Incor- 
porated Accountants and Auditors, has been appointed Vice-President of the Con- 
gress. 
Sir Harold Howitt, a partner in the firm of Peat, Marwick, Mitcheil & Co., is a 
member of the Council of The Institute of Chartered Accountants in England and 
Wales. 
He was a member of the Air Council from 1939 to 1946 and has been a member of 
numerous government boards and committees. He was chairman and deputy chair- 
man of B.O.A.C. from 1943 to 1948, and a member of the tribunal on assessment of 
compensation to colliery owners in 1946. 

Mr. Barrowcliff is senior partmer in the firm of C. Perey Barrowcliff & Co., Incor- 
porated Accour tants, of Middlesbrough, Neweastle and Leeds. He is a keen cricketer 
and has gained county honours in Durham. 
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THE INTEGRATION OF TAXATION AND 
ACCOUNTANCY PRINCIPLES IN 
COMMONWEALTH INCOME TAX 


by 
J. M. GREENWOOD, LL.B., F.I.C.A. 
‘*To tax and to please no more than to love 
and be wise is not given to men’’—Burke 


(The Seventh Commonwealth Institute of Accountants Annual Research Lecture 

delivered in the University of Adelaide on 16 April 1951, and the Ninth Common- 

wealth Institute of Accountants Annual Research Lecture delivered in the Canberra 
University College on 20 September 1951) 


PART I 
1. OBJECTIVES DEFINED 


This lecture is directed towards a kind 
of jurisprudential study of the income tax 
laws of Australia. 


Jurisprudence has been described as 
‘“‘the lawyer’s extraversion,’’ that is to say 
‘“‘the lawyer’s examination of the precepts, 


ideals and techniques of the law in the light 
derived from present knowledge in discip- 
lines other than the law.’’! Typical of such 
disciplines are history, logic, philosophy, 
and, above all, perhaps, in these times, 


sociology. Professor Stone’s book has 
aroused a storm of controversy, but it is 
serving a great purpose in assisting the 
lawyer to stand back from his field of legal 
principles and survey the scene from a 
number of vantage points. This cannot fail 
to give a wider comprehension and, as the 
observer moves from coign to coign, a 
realization that one viewpoint inevitably 
leads. on to the next, one subject directly to 
another, until an harmonious integration is 
reached with the completion of the circle. 


Any prosaic tax agent or tax collector 
who can find the time to raise his eyes to- 


**wards the horizon must realize that a simi- 


lar survey of his special province, taxation, 
would well repay the effort. Great is the 
danger in all forms of specialization that 
the trees will obscure the wood and that a 
narrowness of outlook may result which, in 
the long run, is not only soul-destroying to 
the individual but also against the best in- 
terests of the public and the state. 

The immediate objective is to put the 
spotlight on Commonwealth income tax, to 
see what principles it embodies of law, 
economics, and social ethics, to what ex- 
tent accountancy principles are already in- 
corporated, and, where there is a diver- 
gence from the latter, to enquire whether 
and how further integration could be 
achieved. It is hoped that the survey will 
lead to conclusions of practical benefit and 
will also make some small contribution to 
pure research. 

In subsequent lectures it is hoped to ex- 
tend the survey to taxes other than income 
tax and to view Australian taxation in the 
light of other branches of knowledge than 
those just mentioned. 


2. THE PRACTICAL PROBLEM OF THE DIVERGENCE BETWEEN 
TAXABLE INCOME AND NET INCOME OR NET PROFIT AS ASCERTAINED 
BY THE APPLICATION OF ACCOUNTANCY PRINCIPLES AND THE NEED 

FOR INTEGRATION 


Whilst accountancy principles are direc- 
ted towards the ascertainment of net profit 
and the income tax laws, in principle, to 
taxing it, it is paradoxical that the taxable 
income assessed by the Commissioner of 


Taxation more often than not differs from 
the net profit or net income as ascertained 
by the accountant and certified by the 
auditor. 
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Taxation and Accountancy Principles—continued 


These differences can be avoided only if 
one side is prepared to give way—but 
there’s the rub. Income tax laws can be 
altered only by act of the legislature, and 
accountancy principles cannot defer to ex- 
pediency because they are scientifically 
founded on economic concepts and observa- 
tions of accountants over the years. It is 
not, however, a case of the irresistible force 
meeting the immovable object, because a 
deeper analysis shows :— 

(a) that income tax laws recognize, in 
common with accountancy prin- 
ciples, that gross revenue should not 
be taxed without allowing a deduc- 
tion for the expenditure incurred in 
gaining that revenue ; 
that the allocation of income to 
specific periods of time, especially in 
the case of trading entities, is an 
arbitrary procedure, involving 
many assumptions and empirical 
rules ; 
that similar assumptions and em- 
pirical decisions are also made by 
accountants in ascertaining net re- 
turns ; 
that accountancy principles have 
been so nebulous and uncertain in 
their formulation until very recent 
times that Treasurers have had no 
alternative but to create a statutory 
income for the sake of certainty and 
to prevent avoidance by the subjects 
of their fiscal obligations. 

One must never cast all the blame upon 
the government, therefore, for the present 
disequilibrium between taxation laws and 
accountancy principles; rather must we 
accountants realize that if we seek any 
change the onus rests fairly and squarely 
upon us to convince government that ac- 
counting science has developed to the point 
of being able to provide such certain rules 
for the treatment of any particular matter 
that revenue laws can safely be adapted to 
follow them. 

But cut bono? you may say. Why should 
this integration be sought? It is necessary 
for the following reasons :— 

(1) To save labour. Professor Sir 
Douglas Copland, in an address to 
the Australian Institute of Manage- 
ment at the University of Sydney on 
1 March 1951, said that today there 
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are few unused resources in overseas 
countries that are available for our 
use, and there are virtually no un- 
employed men or materials in Aus- 
tralia. This being so, we must make 
the best use of our existing work 
force. 


One can seareely overestimate the 
time which is lost annually by tax- 
payers and accountants in adjusting 
net profit and net income to accord 
with tax laws; by taxation assessors 
in making further adjustments to 
net incomes as returned, many of 
them of a very minor nature ; by de- 
partmental typists in typing ad- 
justment sheets; by taxpayers and 
accountants in checking the altera- 
tions made, and lodging notices of 
objection; by departmental officers 
in considering the objections; by 
both parties in further correspon- 
dence and discussion of the claims 
at issue, in making and replying to 
requisitions for further particulars, 
and in submitting undecided claims 
to boards and courts for final deter- 
mination. It is not unusual for 
periods of five years and more to 
elapse while all this is being done. 


To save expense which all this pro- 
cedure involves. It heavily reduces 
the net yield of the tax to the gov- 
ernment; it also lays a heavy bur- 
den on the publie which is especially 
onerous in this period of rising 
prices. 


To bring about better relations be- 
tween taxpayers and the taxation 
department. Despite the assertion of 
Sir Leo Money that his taxation was 
the best expenditure he made and 
he got most satisfaction for it, most 
taxpayers dislike paying taxes. They 
particularly resent what they regard 
as pin-pricking additions to their in- 
come such as are caused by the dis- 
allowance of small subscriptions and 
donations. At times fancied harsh 
treatment is sophisticated as justifi- 
eation for evasion—to get one’s own 
back. Anything which can be done 
to promote more harmonious rela- 
tions between taxpayer and tax- 
payee not only makes the extraction 
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Taxation and Accountancy Principles—continued 
more painless, but is likely to bring 
in more revenue and reduce collec- 
tion costs. 

To bring the statutory taxable in- 
come into line with more scientific 
concepts of accountancy and thereby 
more in accord with real ability to 
pay. 

To prevent the prostitution of ac- 
countancy principles and accounting 
standards which is virtually foreed 
upon accountants by certain taxa- 
tion measures. One need only men- 
tion the crazy bookkeeping entries 
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which have been found necessary to 
enable private companies to pay 
over to shareholders ‘‘tax-free’’ 
profits which have already been dis- 
tributed to them notionally and 
taxed at their personal rates on top 
of the usual company rates. 

By keeping the eyes of government 
and government officials as well as 
taxpayers and accountants ¢con- 
stantly turned towards accountancy 
principles in all matters relating to 
financial accounts, to raise standards 
of practice and to encourage re- 
search. 


3. PRINCIPLES OF COMM ONWEALTH INCOME TAX 


Behind the imperative and outwardly 
self-sufficient wording of the assessment 


Act lies a vast body of principles drawn 
from various fields of thought. These prin- 
ciples gave it birth and guide its steps from 
day to day in all the varying fortunes of 
the community in which it lives. The chief 
sources of such principles are these :— 


(a) Statutory 


Act No. 48 of 1950 gave us the Income 
Tax and Social Services Contribution 
Assessment Act 1936-1950, and this, with 
the relevant rates Act, constitutes the main 
legislative framework of Commonwealth 
income tax today. 

The assessment Act is also affected by 
other measures which are not passed as 
titular amending Acts. For example, the 
War Gratuity Act 1945-1947, s. 28, pro- 
vides exemption for the gratuities paid to 
ex-servicemen, and the Wool Sales Deduc- 
tion (Administration) Act 1950 and two 
Wool Sales Deduction Acts provide for ad- 
vance tax payments from the proceeds of 
sales of wool. State Companies Acts and 
the Commonwealth Bankruptey Act (vide 
s. 221) lay down certain priorities for the 
payment of taxes in case of liquidation or 
bankruptey. 

The first Income Tax Assessment Act 
and Rates Act were assented to on 13 Sep- 
tember 1915, and applied to income derived 
during the year ended 30 June 1915 or sub- 
stituted accounting period. Since then 
there have been 44 assessment Acts and 42 
Acts imposing rates. The operation of all 
of these is still preserved so as to enable the 
issue of assessments upon income derived 
in past years where such are permissible. 


(b) Administrative 

The detailed administration of the in- 
come tax is facilitated by a set of regula- 
tions which are made under the authority 
of the Governor-General (subject to disal- 
lowance by either House of Parliament 
under the Acts Interpretation Act 1901- 
1948, s. 48). 
(c) Legal 

It is impossible to apply the income tax 
statutes without reference to a vast number 
of decisions of legally-constituted _ tri- 
bunals. These comprise :— 

(i) Boards of Review, of which there 
are now three, having power to de- 
cide questions of law and fact and 
to override the Commissioner’s de- 
cisions in certain discretionary mat- 
ters. 

State Courts, in which are vested 
certain powers of hearing appeals. 
The High Court of Australia, sit- 
ting in original jurisdiction with a 
single justice; or as a full court on 
appeal from the decision of a single 
justice, or from a decision of a 
Board of Review, or on a question 
of law referred by the single justice, 
the Supreme Court, or a Board. 
Decisions of United Kingdom 
courts, including the Privy Council, 
which are regarded as binding or 
merely persuasive on comparable 
legal questions according to the 
status of the court. 

Decisions of the courts of other 
parts of the British Commonwealth 
such as New Zealand, South Africa, 
and Canada; and of the courts of 
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foreign countries such as the U.S.A., 
which are of persuasive value when 
a similar point has arisen under our 
law to that decided in the foreign 
court. 

This tabulation indicates the wide appli- 
cation of principles of taxation law which 
are found in Commonwealth income tax, 
despite the local authorship of many of its 
sections. Mention may be made by way of 
illustration to Louisson v. C. of T., [1942] 
N.Z.L.R. 30 and [1943] N.Z.L.R. 1, which 
first established that sums paid voluntarily 
to servicemen by former employers are not 
assessable income. This principle was sub- 
sequently applied in Australia by the 
Beard of Review No. 1 (Ref. No. 21/1948). 


(d) Economic and Sociological 


Under this head are included all those 
considerations of principle which are custo- 
marily dealt with by writers of treatises 
upon taxation within the sphere of eco- 
nomics. To the layman the term ‘‘economic 
principles’’ might seem adequate, but one 
must be more precise in view of the dis- 
tinction sometimes drawn that a discussion 
of the principles of taxation belongs more 
properly to the sphere of social ethics. 


Dalton speaks of ‘‘public finance’’ as a 
subject ‘‘on the border line between eco- 
nomics and politics.’’ Taxation is also 
found in the vocabulary of the sociologist 
and as a weapon of the political reformer. 

For our present purposes it will be con- 
venient to group all these principles into 
two classes, namely :— 

(a) economic concepts such as the dis- 
tinction between capital and income 
and the principles and precepts gov- 
erning the imposition and collection 
of income tax as a source of public 
revenue ; 
principles governing the use of the 
income tax for purposes other than 
the raising of revenue. 


4. THE RATIONALE 


Taxation has been defined as a compul- 
sory exaction by the State of a part of the 
wealth of individuals for public purposes. 
Possibly the objects of the income tax may 
be broadly stated as :— 


(a) to raise revenue, 
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(e) Accountancy 


**Income tax, if I may be pardoned for 
saying so,’’ said Lord Macnaghten, ‘‘is a 
tax on income.’’ The meaning of the terms 
‘‘income’”’ and ‘‘capital’’ is the founda- 
tion on which the whole income tax struc- 
ture is laid, yet no attempt to define them 
is made in the assessment Act. 


Instead, one is forced back on ‘‘the 
ordinary concepts and usages of mankind, 
except in so far as the statute states or in- 
dicates an intention that receipts which are 
not income in ordinary parlance are to be 
treated as income, or that special rules are 
to be applied for arriving at the taxable 
amount of such receipts.’”* 


Here we come at once to grips with ac- 
countancy principles as concepts governing 
the ordinary usages of mankind in regard 
to their financial transactions. To the ex- 
tent that accountancy principles do this, 
they are set deep in the base of Common- 
wealth income tax. 


In numerous places further up the edi- 
fice, too, one finds accountancy principles 
and accounting terminology incorporated. 
‘*Income from personal exertion’’ includes 
**the proceeds of any business’’ (s. 6) ; the 
rules for valuing stock in trade (s. 31) are 
derived from the golden rule of merchants 
—‘‘cost or market, whichever the lower’’; 
dividends paid out of the ‘‘net profits’’ of 
a company (ss. 103 (2)(f) and 160 C (4)) 
must be ascertained without any definition 
of ‘‘net profit.’’ 


Each time any addition to or alteration 
of the structure is contemplated, accoun- 
tants are almost invariably among the 
artificers, serving on Royal Commissions 
and advisory committees, as representa- 
tives of groups of taxpayers, and in the 
ranks of the departmental officers. This in- 
evitably results in the permeation of the 
legislation with the concepts and termin- 
ology of accountancy. 


OF THE INCOME TAX 


(b) to promote such social adjustments 
and conduct as are desired by the 
government. 

Taxing for Revenue 

This object is achieved by an annual 

rating Act which raises or lowers the scale 
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of contribution according to budgetary re- 
quirements from year to year. Principle 
requires that this should be done with 
equity so that ‘‘the burden of taxation is 
fairly distributed over all classes of tax- 
payers in such a manner as not to confer 
an undue advantage upon a particular 
class or number of classes.’’? Writers agree 
that the language used in parliamentary 
enactments should be clear and unam- 
biguous, though it must be realized that 
“the complexities of modern trade and 
commerce are so great, that a ‘simple’ in- 
come tax is not possible.’’* That does not 
mean that ‘‘simplicity of explanation’’ and 
‘ease of comprehension’’ should not re- 
main the target of draughtsmen. 

A study of economic authors indicates 
that the following principles and adminis- 
trative precepts are advocated in the exac- 
tion of an income tax :— 

(a) The rates should be progressive.— 
Leaving out socio-political questions for the 
moment, this is variously justified by the 
principles of ‘‘ability to pay,’’ ‘‘diminish- 
ing marginal utility,’? and ‘‘minimum 
aggregate sacrifice’’ (negative) or ‘‘maxi- 
mum aggregate satisfaction’’ (positive). 
The loss of £100 means less to a man with 
£10,000 per annum than to a man with 
£1000 per annum, and very much less than 
to a man with only £150 per annum. It is 
clear therefore that proportional taxation 
as advocated by Adam Smith and John 
Stuart Mill not only could not be sup- 
ported today, but would not yield the re- 
quired revenue. 


In considering the burden of income tax 
upon taxpayers in different income groups 
the income tax should be placed in its true 
perspective against the background of the 
whole taxation system. It should be re- 
membered that taxes which can be passed 
on usually fall with greater severity on the 
lower-income-earners. Such is normally the 
case with the so-called ‘‘indirect’’ or 
“commodity’’ taxes where demand is rela- 
tively inelastic. The questions whether the 
income tax is passed into the price of goods 
and services and, if so, to what extent, have 
given rise to much controversy. Any 
tendency in this direction would seem 
nowadays to be restricted where price con- 
trol operates to fix the additions to cost for 
overhead and profit. 
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Commonwealth income tax follows the 
progressive principle with a_ simplified 
scale of taxes upon incomes derived by in- 
dividuals from personal exertion. Com- 
mencing at £105, which is far less than the 
minimum income required to cover physi- 
eal necessaries, it rises by steps reaching 
17.2d. at £500, 100.24d. at £5000, and 15/- 
in the £ on that part of the income which 
exceeds £10,000. 

(b) There should be differentiation be- 
tween earned and unearned incomes by im- 
posing higher rates of tax on recipients of 
the latter—This view is justified on the 
grounds that the property-owner enjoys 
the privilege of a certain income which can 
be transmitted by inheritance, whilst per- 
sons deriving income from personal exer- 
tion must make provision for the future of 
themselves and those dependent on them 
and may be subject to additional expendi- 
ture through having to live within reach 
of their places of toil. 

The grounds for differentiation are not 
now as valid as a century ago, and especi- 
ally is this so in Australia. The salary- 
earner today is protected by legislation, 
—including minimum-wage regulations— 
union strength, and full employment—one 
wonders, indeed, whether in some eases the 
income should not be called economic rent, 
for the personal services are at a minimum. 

The employee thus enjoys greater con- 
tinuity of income, constituting an element 
of permanence which was not there when 
these doctrines were formulated. 

Concurrently, the State has assumed in- 
creasing responsibility for providing col- 
lectively against those contingencies which 
were formerly the subject of individual 
provisions: old age, sickness, war casual- 
ties, widowhood, orphancy, maternity, un- 
employment. Workers’ compensation in- 
surance is compulsory for employers; and 
superannuation funds, available to all pub- 
lie servants, are becoming more general in 
private employment. 

Unearned income, for its part, is tending 
to lose both its permanence and its privi- 
lege. Threats of nationalisation of certain 
industries, rent control, low interest rates, 
and heavy death duties are all contributing 
factors. 

The old arguments in favour of differen- 
tiation having thus largely disappeared, a 
strong case may be made out for the taxing 
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of earned and unearned incomes at the 
same rates. 

It is generally agreed that the rates 
should even out at a certain level, for there 
is a point, say, between £5000 and £10,000, 
when, in the words of Professor Hobhouse, 
‘‘we approach the limit of the industrial 
value of the individual.’’ 

Commonwealth income tax observes the 
principle of differentiation by imposing 
what the statisticians call a ‘‘blister’’ on 
that part of the taxable income which is 
derived from property. This excrescence 
rises from nothing on £100 or less to 16d. 
in the £ on property income between £1000 
and £4000, and returns to nil at £10,000. 

Under this scale the personal exertion 
and property rates do not necessarily even 
out at £10,000. Whatever the total amount 
of the income, there will always be an addi- 
tion so long as the property element ex- 
ceeds £100 but does not exceed £10,000. 


EXAMPLE: 


Personal exertion income .. 
Property income 


£10,000 0 0 
1,000 0 0 


Total income 


£11,000 0 O 


Tax is calculated thus :— 
Basic rate— 
On the first £10,000 
On the remaining £1000 
at 15/- in the £ 


£5,621 13 
750 «(0 


£6,371 13 
Add further tax on proper- 
ty income, £900 at 8d. in 
the £ ia Se he fs 30 0 


Total tax £6,401 13 


Deduct tax on a personal 
exertion income of £10,000 5,621 13 
Additional tax on £1000 
from property £780 0 
780 
Rate: = 187.2d. in the £. 


1000 


On the other hand, the concise nature of 
this ‘‘blister’’ means that a slight surgical 
operation could effect a rapid cure. 
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(c) The income subject, the quantum of 
the tax, the method of calculation, and the 
time and manner of payment should all be 
certain and not arbitrary.—Certainty has 
been regarded since Adam Smith as one of 
the cardinal rules in taxation. The dangers 
of arbitrary powers of assessment can be 
illustrated by examples from ancient Rome 
or modern China. The power to tax re- 
mains still the power to destroy. 

Seligman points out that in a democracy 
‘‘the danger lurks not in the law, but in 
the administration of the law,’’ for, he 
says, ‘‘the law which on its face seems to 
provide all the constitutional guarantees of 
fairness and equality, breaks down more or 
less completely when exposed to the test of 
practical application under conditions for 
which it was not originally framed.’ 

(d) Every tax ought to be so levied at 
the time or in the manner in which it is 
most likely to be convenient for the con- 
tributor to pay it.—Little explanation is 
normally given of this precept of Adam 
Smith, yet it is plain that the revenue and 
the taxpayer must both benefit if it is ap- 
plied. The deduction of income tax at the 
source makes the extraction more painless 
and extracts the State’s share of the income 
while it is as yet unspent. The accumula- 
tion of assessments for several years before 
they are issued has an entirely reverse 
effect. 

(e) Collection costs should be kept as 
low as possible-——This may be looked at in 
three ways :— 

(i) from the point of view of keeping 
down expense in the collecting de- 
partment of government ; 
from the point of view of minimiz- 
ing costs to employers who collect 
taxes from their employees for the 
revenue ; 
from the point of view of reducing 
the amount of work to be carried out 
in filling in forms and complying 
with government requirements. 

(f) Income saved should be 
from income tax or the tax should be based 

consumed.—Such _ principles, 


(ii) 


exempt d 


on income 
though advocated by some economists, are 
not considered within the sphere of prac- 
tical politics, but a concession to the idea 
is found in the allowance of deductions for 
contributions to life assurance societies and 


(Continued on page 421) 
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pension funds. It may be mentioned, how- 
ever, that if saving by companies or indi- 
vidual entrepreneurs is discouraged one or 
more of the following effects may ensue :— 

(i) lack of finance may prevent opti- 
mum development of agents of pro- 
duction and so restrict production ; 
this may in time retard employment 
and assist in creating a depression ; 
the demand for consumption goods 
and services may be stimulated when 
they are already in short supply, 
e.g. by excessive expenditure upon 
items which are deductible for in- 
tax. 

That income tax must remain relatively 
high is axiomatic, however, whilst social 
services are to be maintained and_in- 
creased. 

Strong pleas were made _ before the 
Colwyn Committee in England in 1927 for 
‘‘specially lenient treatment to undis- 
tributed profits kept in businesses for their 
extension.’’ No one raised a doubt that 


(il) 


(iil) 


come 


this was not a worthy object, but support 
was withheld because of practical diffieul- 


ties.® 

(g) A tax must at all times be practic- 
able—As Lord Stamp points out, ‘‘many 
a proposal that is clear and equitable in 
theory is beyond administrative ingenuity 
to work.’’ An instance of this may be 
found in s. 105A of the assessment Act, 
which in theory provides a perfectly ac- 
curate method of assessing tax on undis- 
tributed profits where a shareholder has an 
interest in more than one private company. 
In practice the aggregation of notional in- 
comes from a series of companies for a 
large number of shareholders whose income 
tax returns are lodged in different States 
has made the section largely unworkable. 

(h) The tax must not lend itself to easy 
legal avoidance.—It has been long estab- 
lished that ‘‘every man is entitled if he can 
to order his affairs so that the tax attach- 
ing under the appropriate Acts is less than 
it otherwise would be.’”* In the interpreta- 
tion of a taxing Act ‘‘equity and income 
tax are strangers.’’ This seems anomalous, 
since one of the cardinal principles in 
framing an Act is that there should be 
equity in the incidence of the tax as be- 
tween different taxpayers and classes of 
taxpayers. On taxpayers’ efforts at legal 
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avoidance, Viscount Simon commented: 
‘*There is, of course, no doubt that they are 
within their legal rights, but that is no 
reason why their efforts, or those of the 
professional gentlemen who assist them in 
the matter, should be regarded as a com- 
mendable exercise of ingenuity or as a dis- 
charge of the duties of good citizenship. On 
the contrary, one result of such methods, 
if they succeed, is, of course, to increase 
pro tanto the load of tax on the shoulders 
of the great body of good citizens who do 
not desire, or do not know how, to adopt 
these manoeuvres. Another consequence is 
that the Legislature has made amendments 
to our Income Tax code which aim at nulli- 
fying the effectiveness of such schemes.’”* 

In these legislative amendments may be 
found the reason for many, if not most, of 
the complexities in the present Act 

In the United there can be 
offences against the ‘‘spirit’’ or intent of 
an Act, and in pre-war Germany action has 
been held to offend against public policy as 
illustrated by the Act. One wonders 
whether, perhaps, a measure of simplifica- 
tion could not be obtained without loss and 
even with profit to the revenue if the Act 
tended more towards laying down general 
rules or principles which would allow of 
some discretion in their application to par- 
ticular instances. From evidence given be- 
fore the Royal Commission of 1932-4, it 
seems that this would not be so and that the 
multitude of conflicting administrative de- 
cisions and pronouncements would only 
make confusion worse confounded. 


States 


se 


The attitude expressed by Lord Nor- 
mand in Lord Vestey’s Executors v. I.R. 
Comrs., [1949] 1 All E.R., at p. 1120, is 
probably in the long run the soundest: 
‘*Parliament in its attempts to keep pace 
with the ingenuity devoted to tax avoid- 
ance may fall short of its purpose. That is 
a misfortune for the taxpayers who do not 
try to avoid their share of the burden, and 
it is disappointing to the Inland Revenue. 
3ut the Court will not stretch the terms of 
taxing Acts in order to improve on the 
efforts of Parliament and to stop gaps 
which are left open by the statutes. Tax 
avoidance is an evil, but it would be the 
beginning of much greater evils if the 
Courts were to overstretch the language 
of the statute in order to subject to taxa- 
tion people of whom they disapproved.”’ 
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(i) Politically, a tax should neither (a) 
provoke internal unrest nor (b) raise in- 
ternational problems nor (c) provoke un- 
necessary conflict with other taxing juris- 
dictions.—As regards (a), there is admit- 
tedly a sharp progression in rate so that 
whilst a man on £500 per annum from per- 
sonal exertion pays only £35/17/-, or 17.2d. 
in the £, a man on £15,000 pays £9371/13/-, 
or 137.94d. in the £. The burden of tax on 
relatively high incomes is the cause of fre- 
quent complaint, but, so far at any rate, 
has not provoked ‘‘unrest’’ because, for 
one reason, the low-income-earner is hit 
relatively harder by commodity taxes. As 
regards (b), international difficulties are 
being met by an increasing number of in- 
ternational agreements aimed at removing 
double taxation of incomes which fall 
within more than one territorial jurisdic- 
tion. As regards (c), there has undoubted- 
ly been conflict between State and State 
and Commonwealth and States in the field 
of income tax, but these difficulties have 
been disposed of by the abolition of State 
income tax as from 1941 and the provisions 
of s. 221 of the assessment Act requiring 
Commonwealth tax to be paid in priority 
to any State tax. 

Taxing for Socio-political Ends 

Mr. David A. Wells and others hold that 
‘fa so-called tax which looks to anything 
besides the securing of revenue is not a tax, 
but an unconstitutional exercise of the tax- 
ing power.’ Professor Wagner includes 
in his definition of a tax ‘‘the socio-politi- 
cal’’ element, or the duty of regulating and 
correcting the distribution and use of pri- 
vate property.!° Professor Marshall con- 
siders that it is the duty of the State ‘‘to 
use its powers for prompting such eco- 
nomic and social adjustments as will make 
for the well-being of the people at large.’’!? 
Professor Seligman finds that a tax is no 
less a tax because it is an exercise of the 
police power.” 


Stamp is firmly of the opinion that ‘‘the 
doctrine adopted by some modern writers 
that progressive taxation finds its true 
theoretical justification or basis in the 
obligation of the State to rectify inequali- 
ties in distribution is partly illogical and 
considerably overemphasized.’’ ‘‘Unless,’’ 
he says, ‘‘we are going to deny that men 
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differ in ability, in application, and in 
thrift, and that those differences are 
rightly reflected by some difference of for- 
tune, we cannot carry the obligation of the 
State to rectify inequalities of fortune 
beyond that part of the inequality which 
we can confidently assert is not a proper 
reflection of the inequality of ability, ap- 
plication and thrift.’’!* 

There is no doubt, however, that the 
pendulum has swung far towards the use 
of the income tax for socio-political ends, 
and this must now be accepted as a per- 
manent feature. 

In the Commonwealth the high maxi- 
mum rate of 15/- in the £ or more is a relic 
of the war, when at one time (1941) Fed- 
eral and State taxes on some incomes ex- 
ceeded 20/- in the £. Nevertheless, the 
effect of Commonwealth income tax, if not 
its purpose, is to prevent the accumulation 
of wealth. The Commonwealth Act, by de- 
ductions for certain gifts, encourages sup- 
port for certain charitable organizations 
(vide s. 78), and by a system of exemptions 
encourages various activities which are con- 
sidered to be conducive to the common 
good. The following examples of these may 
be cited: religious, scientific, charitable, or 
public educational institutions (s. 23 (e) 
trade unions and associations of employers 
(s. 23 (f)); societies for the encourage- 
ment of music, art, science, or literature 
(s. 23 (g)); societies for the promotion of 
aviation, or of the agricultural, pastoral, 
horticultural, viticultural, manufacturing, 
or industrial resources of Australia (s. 
23 (h)); provident funds (s. 23 (j)); pri- 
mary production, mining, and fisheries in 
the Northern Territory (s. 23 (m)) ; gold- 
mining in Australia or New Guinea (ss. 
23 (0) and (p) and 44 (2)(c¢)); the pro- 
duction of certain base metals or rare min- 
erals required for war purposes (ss. 23 A 
and 44(2)(b)(i)) and petroleum (ss. 
123 A and 44 (2)(d)). Specially favour- 
able treatment is also accorded for the 
assistance of mining undertakings (Div. 
10) and primary producers (e.g. ss. 75 and 
76 and Div. 16). 

Lord Leverhulme is reported to have 
said that ‘‘every raising of the rate at 
which income tax is levied has been fol- 
lowed by increased efforts successfully 
made to inerease incomes out of which to 
pay the increased taxes.’’ This rather gives 
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the lie to any theory that a ‘‘tax holiday”’ 
for a year or so would provide a mighty 
spur to production. Many economists agree 
that risk-taking is discouraged by high 
rates of income tax, but how far high taxa- 
tion discourages effort is a matter for deep 
conjecture. 

In Australia the gradual lifting of the 
burden since the cessation of hostilities 
from the shoulders of income-earners— 
especially in the lower and middle brackets 

and from companies is thought to have 
increased the incentive to produce. Now, 
unfortunately, bottom seems to have been 
reached, and rates may move up again. The 
effect of high taxation on willingness to 
produce and to economize in expenditure 
is a subject which it is thought would well 
repay considerable research—unless, per- 
chance, that greatest incentive to action, 
fear, is called into play by war. It has 
been deduced as a general rule by one 
writer that ‘‘the heavier the burden of 
taxation, the greater is likely to be the real 
cost of raising further revenue’’* because 
of the repressive effect upon the com- 
munity. 

A great deal has been written on the 
subject of excess profits taxes, with one of 
which Australia is now threatened. As a 
war-time measure they are productive of 
large revenues. In peace-time it is said 
that they :— 

(i) inevitably differentiate against ris- 

ing business ; 

ii) tend to favour the more standard- 

ized and unenterprising concerns ; 
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(iii) encourage capital expenditure be- 
yond normal requirements as an in- 
direct method of avoidance.’® 

During the past few years, there has 
been a tendency towards a rise in the abso- 
lute amount of net profits reported by pub- 
lie companies. Analysis would probably 
show that frequently the average net profit 
per unit has declined and that increased 
total profit has only been obtained by sell- 
ing more units—often with the aid of fur- 
ther subscribed capital. Can it be said 
that there are excess profits in such cases? 

It is in accord with economic theory that 
production might be expected to go on in- 
creasing until the margin is reached after 
which no further profit would result. To- 
day, while prices are rising costs are tend- 
ing to rise even faster, and many businesses 
are only keeping their profits up by driv- 
ing for increased output. 

At the same time, more finance is needed 
to carry stocks and build up investment in 
capital equipment to enable increased pro- 
ductivity. 

All this indicates that a careful investi- 
gation of the whole position is needed be- 
fore industry is burdened with a further 
incubus. 

Businesses, however, even of companies, 
are run by men, and the motive of mone- 
tary gain is not always paramount in the 
human mind. Social ambition, the desire to 
dominate, pride of achievement, patriotism, 
and self-sacrifice—all these play a part in 
maintaining production despite the brakes 
which income tax may apply. 


5. THE DEVELOPMENT OF ACCOUNTANCY 


Accountancy in the twentieth century 
has long emerged from the chrysalis which 
it entered as pragmatical bookkeeping in 
the time of Cotrugli and Pacioli in the late 
fifteenth century. The embryo lies far back 
in antiquity, when pebbles were arranged 
in sets of ten—five for each hand (hence 


“ec 


‘‘caleulate’’ from ‘‘caleulus,’’ a stone). It 
developed through the ‘‘abacus’’ or 
‘“‘suanpan’’ of the Oriental races and the 
‘“‘quipu’’ of the Aztecs, the papyri of the 
Egyptians and the accounts kept on clay 
tablets by the scribes of Babylonia and 
Assyria. It was tended with meticulous 
detail by the Greek ‘‘apodectae’’ and first 
took its habitat in daybook and ledger 
under the ‘‘scribae’’ of Rome. 


During the Dark Ages this lusty ecater- 
pillar virtually ceased growing, but in the 
Middle Ages was found in many forms: 
the Teutonic ‘‘handlungsbuch’’ (ledger), 
‘*rentenbuch’’ (takings book), and 
‘*sehuldbuch’’ (debtor’s book) ; the French 
‘livre de comptes’’; the ‘‘pipe rolls’’ of 
the English Exchequer, and the account 
rolls of the manors and religious houses. 

The first recorded society of accoun- 
tants was founded in Venice in 1581, and 
the first British society was formed under 
the name of the Institute of Accountants 
in Edinburgh in 1853.1¢ 

Of significance to us is the fact that from 
time immemorial account-keeping has been 
closely related to the keeping of accounts 
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Taxation and Accountancy Principles—continued 
for the treasury. When taxes of primitive 
men were paid in kind there was no varia- 
tion between the records of their flocks and 
herds and the statutory taxable income. 
Divergence has occurred with the growing 
complexity of business affairs, and variety 
in accounting methods has impelled gov- 
ernments to lay down hard and fast rules 
for the calculation of profit for taxing pur- 
poses so as to maintain equity between tax- 
payers and to raise the required revenues. 
Now the time is ripe for accountancy to 
standardize its procedures within limits 
and agree on formulations of its principles 
so that divergence may be minimized. 

Today, accountaney stands as a branch 
of knowledge comparable with law and 
economies ready to play a full part in the 
service of mankind in this complex modern 
world. 


As students we were taught that it was 
both a science and an art. In its observa- 
tion and classification of the facts of in- 
come and expenditure, of business profits 
and losses, of net worth and of cost, it 
surely qualifies as a science. One has but 


6. ACCOUNTANCY PRINCIPLES 


Accountants are practical men. Book- 
keeping arose out of ‘‘the actual needs and 
requirements of everyday life’’ and is 
‘essentially and fundamentally practical.’’ 
Herbert Spencer tells us that ‘‘there must 
be practice and an accruing experience, 
with its empiric generalizations, before 
there can be science.’ 

Naturally, therefore, much of accoun- 
tants’ thinking has been devoted to the 
form of accounts. A wide technique has 
been developed in the grouping, classifica- 
tion, and nomenclature of items represent- 
ing elements of profit and loss in income 
statements and of items representing 
assets, liabilities, capital, deferred expen- 
diture, and so on in balance sheets. An 
account is a visible record. Hence account- 
ing is essentially concerned with the pre- 
paration of accounts, and Mr. A. A. Fitz- 
gerald has ably pointed out on numerous 
oceasions that the rules which have been 
developed for the preparation of accounts 
are more correctly described as ‘‘stan- 
dards’’ than ‘‘principles.’"!*7 For example, 
such propositions as ‘‘the use of the term 
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to glance over the shelves of the libraries 
of the accountancy institutes to realize 
how many textbooks and scientific treatises 
have been written, how many periodicals 
are published, and how wide is the field 
covered. 

But it is not until one is faced with the 
responsibility of preparing a balance sheet 
for some manufacturing enterprise or in- 
stalling a costing system that one realizes 
the calls upon one’s judgment, imagina- 
tion, and skill which fully justify the claim 
of accountancy to be an art. 

Just as two portrait-painters presented 
with the same subject might produce two 
pictures with the same features yet differ- 
ing in technique, so two accountants acting 
independently might seareely be expected 
to produce identical accounts and balance 
sheets for the same enterprise. Their views 
might differ on the amount of depreciation 
written off, the valuation of stock-in-trade 
or work-in-progress, the collectibility of 
debts, or the provisions required for lia- 
bilities as yet unquantified. 

It is this artistic aspect which has not 
been fully appreciated by many outside 
the accountancy profession. 


AND ACCOUNTING STANDARDS 


.. [should] be limited’’; ‘‘in the 
current assets group should be included 
such assets as are held for realization in 


‘reserve’. 


the ordinary course of business...’’ are 
essentially standards of practice. 

With some diffidence it is now proposed 
to distinguish these from accountaney prin- 
ciples, and to suggest that the latter term 
is justifiable and more in keeping with the 
claim of accountancy to be a science, when 
used in its proper context. 

The suffix ‘‘-aney’’ is explained in the 
Shorter Oxford English Dictionary, to 
which Mr. Fitzgerald refers for his con- 
ception of ‘‘principle’’ and ‘‘standard,’’ 
as ‘‘forming abstract substantives’’ and as 
‘fexpressing quality, state or condition as 
opposed to action.’’ So accountancy is the 
abstract substantive which connotes not 
only ‘‘the art or practice of an accoun- 
tant’’ but also the knowledge, the ‘‘learn- 
ing of the schools,’’ which lies behind it. 
I submit that it is perfectly correct to 
describe as accountancy principles the col- 
lection of theories, concepts, or, as the dic- 
tionary puts it, ‘‘fundamental truth[s], or 
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Taxation and Accountancy Principles—continued 
proposition [s]’’ or ‘‘fundamental assump- 
tion{s] forming the basis of a chain of 
reasoning,’’ which form the rationale, or 
the logical basis of thought, upon which 
accountants act. The mode of expressing 
the observed facts of financial transactions 
in words and figures, on the other hand, is 
‘‘aecounting,’’ and the rules or conventions 
followed in doing this are ‘‘accounting 
standards’’ in the true Fitzgeraldian sense. 

Accounting standards connote the tech- 
nique and skills of the craftsman ; accoun- 
tancy principles the formulations and de- 
ductions of the scientist. By way of illus- 


tration, the distinction between capital and 
income, concepts of net profit, the notion 


‘7 Bibliographical references will be included at 
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of fixed and circulating capital, the theory 
of equities—these are all matters of prin- 
ciple. The manner of grouping items in 
balance sheets and accounts, the designa- 
tion of each group, the method of consoli- 
dating the accounts of parent and sub- 
sidiary companies, the use of forms and 
terminology in connection with them- 
these are the rightful province of account- 
ing standards. 

In this lecture we are concerned not 
with the pattern of the accounts and bal- 
ance sheets as conforming to best account- 
ing standards, but with the abstract prin- 
ciples of which they are the outward and 
visible sign. 

(To be 


the conclusion of this lecture. 


conclude d 


U.K. COMPANIES AND THE FINANCE ACT, 
1951 


by 


A. G. DAVIES, BARRISTER-AT-LAW 


Each year (and sometimes twice a year) 
a new Finance Act is added to increase the 
Hampton-Court-Maze complexities of Eng- 
lish tax law. Occasionally it includes some 
new reliefs for the benefit of the taxpayer, 
if his advisers can only disentangle the 
complex wording. More often, it throws 
out additional traps for the unwary, the 
dishonest, or the merely indifferent tax- 
payer. This year’s Act is somewhat of a 
masterpiece in the invention of new crimes 
and new restrictions, Perhaps the most im- 
portant of all the sections in the 1951 Act 
is s. 36. 


This section makes it unlawful (unless 
the consent of the U.K. Treasury has been 
received) for a British company to move 
the central management and control of its 
operations from the United Kingdom. 
Apart from this main object, the section 
also makes it unlawful (without the con- 
sent of the Treasury) to transfer any part 
of the trade or business of an English com- 
pany outside the U.K.; for a British com- 
pany to allow an overseas subsidiary to 
raise new capital; and for a British com- 
pany to transfer any shares in an overseas 
company over which it has control to any 
person not resident in the United King- 
dom. 


It is perhaps hardly necessary to say that 
this section represents a fundamental 
change in the attitude of the U.K. Govern- 
ment to the business community. In order 
to foeus attention on the reactionary 
nature of the section, an amendment was 
tabled at the committee stage by Henry 
Strauss, K.C., M.P., in the following terms: 

‘‘to add at the end of the section the 

following words: ‘The Statute of 
Magna Carta, anno 9 Hen. III, Cap. 
XXX (which confirms chapter 41 of 
Magna Carta) is hereby repealed’.”’ 
It should perhaps be added that chapter 
41 of Magna Carta begins as follows: 
‘*’.. All merchants shall have safe and 
secure exit from England, and entry 
into England, with the right to tarry 
there and move about... 

Needless to say, s. 36 violates this basic 
economic liberty. It smells distinetly of 
the Teutonic legislation which fouled the 
German statute book between 1933 and 
1939, and is definitely totalitarian in its 
general phrasing. Surprisingly, the Chan- 
cellor of the Exchequer, in his Budget 
Speech, dealt very vaguely only with the 
question of this particular section. Walter 
Fletcher, M.P., said in a rather mixed way 
that it was an over-modest toot on the 
Chaneellor’s tin trumpet which later 
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U.K. Companies and the Finance Act—contd. 
blossomed out into a most reprehensible 
section. The Chancellor’s reply to an ac- 
cusation of lack of candour was that he 
could hardly be expected to warn tax 
evaders that he proposed to seal certain 
loopholes. 


In order to judge whether His Majesty’s 
Government in the United Kingdom has 
completely lost its bearings in tax legisla- 
tion, it is necessary to state what mischief 
they considered the 1951 Finance Act 
should deal with. The story begins with 
the transfer of domicile of certain English 
copper companies last year from the 
United Kingdom to Northern Rhodesia— 
Rhodesia Broken Hill Development Co. 
Ltd., Rhokana Corporation Ltd., and 
Nehanga Consolidated Copper Mines Ltd. 
Between them these companies had an 
issued capital (inclusive of share pre- 
miums) of £25,000,000, and their last re- 
ported profits before tax totalled over 
£10,000,000. Though these companies 
placed their applications for the transfer 
of control from the U.K. before the Treas- 
ury on the ground that they could be more 


efficiently managed from Northern Rho- 
desia, where lay the seat of their opera- 
tions, and secured Treasury consent for the 
transfer, they made it clear to shareholders 
(in the circulars issued prior to the special 


meetings which considered the domicile 
transfer) that what they really objected to 
was the weight of U.K. taxation, and more 
especially the special profits tax payable 
only by U.K. corporate bodies. In Feb- 
ruary 1951, the British Overseas Mining 
Association, in a memorandum to the 
Chancellor of the Exchequer, said clearly 
that unless there was some lifting of the 
tax burdens on U.K. mining companies, 
the emigration of the Rhodesian copper 
companies would be followed by others. 
The Association suggested remedies for the 
situation. They were ignored. Instead, the 
door to company emigration was bolted and 
barred. The importance attached by the 
Government to enforcement of the section 
is revealed by the stiff penalties imposed, 
of a type hitherto reserved for criminal 
acts of a most reprehensible nature. Any 
director consenting or conniving in com- 
pany emigration is liable to a fine of 
£10,000 plus two years in prison. Any com- 
pany attempting to emigrate is liable to a 
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fine equal to three times the total tax pay- 
able for the previous three years. Moreover, 
the onus of proof is shifted: any director 
involved is deemed to be a party to the 
unlawful act unless he proves the contrary. 
(Is there a copy of Habeas Corpus in the 
House?) The ferocity of the penal threats 
in the section led the main Opposition 
speaker to describe them as ‘‘...an assess- 
ment by the Socialist Government of the 
fines necessary to keep a joint-stock com- 
pany within the beneficient frontiers of the 
Socialist State ...’’. 

The way in which the section appeared 
to load British companies with fetter on 
fetter almost reduced the Opposition to im- 
potent fury. Such legislation might be tol- 
erable in war-time. It had been invoked in 
war-time to prevent Claude Albo de 
Bernales from transferring his gold com- 
panies from London to Australia to escape 
the burden of Excess Profit Tax. But to 
impose permanently such war fetters in 
peace-time! It could not be tolerated. This 
is what Walter Fletcher, M.P., said: ‘‘... 
There will be no higgling and haggling 
over [the section]. It must go out. It is 
bad. It is restrictive. The long-term im- 
plication of it is the most disruptive thing 
for the Commonwealth which I have seen 
for a very long time...’’. On the face of 
it, the case against the section appears so 
total and complete that it is difficult to 
understand why any Government should 
deliberately (to adopt the words of Lord 
Winster in another context) hide its head 
in the sand and so expose its thinking 
parts. 

The Government considered it had a 
ease. It did not seek to prevent economic 
development abroad, or to prohibit normal 
business transactions, but only to prevent 
transactions specifically designed to reduce 
tax commitments. The Financial Secretary 
to the Treasury rested his case on the 
proposition that the cost of re-armament 
must be paid for. The shareholders in 
overseas companies must pay their share of 
this. 

‘¢ ..The shareholders in the companies 
which will be affected [by the section] are 
largely persons resident in the U.K., and 
persons resident in the U.K. will all get the 
benefit of the very expensive re-armament 
programme which we are now financing to 
strengthen our defences. Surely it would 
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be unreasonable that these persons, while 
claiming that benefit, should contract out 
of making a fair contribution through 
taxation to the cost of the programme...’’. 

Such is the Government’s case—that the 
emigration of British companies abroad 
will lessen the amount of the taxes collected 
by the U.K. Treasury at a time when every 
pound that can be collected must be found, 
when the taxable capacity of the U.K. tax- 
payer has been reached and passed. 

It is an unfortunate and tragic position. 
In order to prevent the horse escaping, the 
stable door must be locked: the fact that in 
result the horse may never run again is 
overlooked. The fallacy of a short-term 
remedy was pointed out to the Chancellor 
of the Exchequer by the British Overseas 
Mining Association when they warned him 
last February of the excessive tax burden 
on the mining industry. The Association 
said that the mere imprisonment of exist- 
ing companies within the pale of the U.K. 
tax walls would be a short-term policy, 
disastrous in its future consequences. On 
the morrow of the publication of the 


Finance Bill, The Times, of London, em- 


phasized the clear warnings already 
given :— 

‘* .. The control and taxable capacity of 
overseas enterprises can no doubt be im- 
prisoned in this country if they are already 
here; but control of new enterprises will 
certainly not be brought here so long as 
this constrain prevails. This can only mean 
that this country, as time goes on, will con- 
trol a wasting and ageing body of overseas 
resources, while the new, vigorous and 
virgin resources will pass into other hands, 
at a time when, with the supply of raw 
materials so important to the nation, the 
advantages of close and continuing associa- 
tion with overseas resources are clearer 
than ever before...’’. 

Unfortunately the Government was in no 
mood to listen even to the solemn warnings 
of the Thunderer. Weakened by Ministerial 
resignations (ostensibly on the issue of new 
charges for upper dentures and national 
spectacles, but fundamentally because of 
the Bevanity of the extreme Left), the 
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Government stubbornly closed its ranks, 
and drove its small majority relentlessly 
into division after division against amend- 
ments to the section. Supporters of the 
Government scarcely commented on the 
demerits of the section. Mr. Stanley Evans 
(who lost his junior ministerial appoint- 
ment last year because he criticized the 
Government’s ‘‘feather-bedding’’ agricul- 
tural policy) alone suggested that the sec- 
tion might ultimately so shackle British 
foreign trade as to lead to a further fall in 
the standard of living. The only other Gov- 
ernment speaker from the back benches 
(who shall be nameless) added this irrele- 
vant comment: he was in favour not only 
of the penalties on emigration out of the 
U.K., but he would similarly fine any 
director moving his business from any 
other part of the Kingdom to Birmingham 
or London. The barbaric followers of 
Alarie the Goth must have looked with 
equally unseeing eyes on the sacking of 
Imperial Rome. 

The story of the tax curtain of 1951 built 
round the United Kingdom would be in- 
complete without paying a tribute to the 
unremitting fight carried on by His 
Majesty’s loyal Opposition, word by word, 
subsection by subsection, as with bleary 
eyes they debated the new legislation 
through the night, using every constitu- 
tional weapon to press amendment after 
amendment on a hostile and implacable 
Government Front Bench. 

For the record, it is necessary to say that 
they succeeded in keeping some semblance 
of liberty for overseas companies (with the 
consent of the Treasury). Under the 
amended wording, the Treasury has wide 
dispensing powers to exempt general and 
special classes of transaction from the 
scope of the section. It remains to be seen 
whether the Treasury, traditionally the 
financial watch-dog of the Government, 
will realize (while the Government itself 
will not) that prosperity cannot come 
again to England unless the Government 
ceases to act in the spirit of a new Praise- 
God Barebones whose other Christian name 
is ‘*‘To-bind-their-companies-in-chains-and- 
their-directors-with-links-of-iron.’’ 
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BOOK REVIEWS 


Market Research (Redmayne & Week’s), Second Edition: It. 
3utterworth & Co. (Publishers) 


B. D. CopLanp; 
price £A1/5/-. 


The first edition of Market Research, by 
Redmayne and Week’s, was No. 2 in But- 
terworth’s ‘‘Library of Advertising’’ (see 
review of Advertising Administration, 
above). When it was written (1931) it was 
the only English textbook on market re- 
search, and so it remained until quite re- 
cently. In the United States, bus*»°ss con- 
cerns have been ‘“‘research minded?’ for 
many vears. Textbooks of a high standard 
have kept pace with progressive develop- 
ments since late in the 1920’s, when mar- 
ket research first came to the fore as a 
valuable aid to business. Government in- 
strumentalities and the universities there 
have played an important part in sponsor- 
ing research activities and techniques. In 
Great Britain and Australia, development 
in this field has been relatively slow, but 
is now making fairly rapid proeress. 

The second edition is a complete revision 
of the original book. One of the authors is 
a member of a large manufacturing con- 
cern which has used market research to ad- 
vantage for many years; the other is an 
executive in an organization which has 
carried out market research studies on be- 
half of a wide variety of businesses. 
Throughout the book their discussion and 
judgment are made realistic by their own 
experiences and activities 

The book contains eleven chapters, a 
statistical appendix, and a_ bibliography. 


N. WapswortH and 


Ltd., London, 1951. Pp. 196, 


The first chapter outlines the scope of mar- 
ket research, which is defined as ‘‘the study 
of all problems relating to the transfer and 
sale of goods and services from producer to 
consumer.’’ The scope and uses of sales 
statistics are then diseussed, followed by 
chapters dealing with the charting of sales 
statistics, the background of distribution 
research, dealer and distribution research, 
and published statistics. Three chapters 
are devoted to sampling and consumer sur- 
veys, their planning and execution, and the 
analysis and presentation of consumer re- 
search. In these, the statistical basis of 
sampling, sampling methods, the question- 
naire, and the presentation of results are 
considered at some length. The two re- 
maining chapters are concerned with ad- 
vertising research and product research. 

In his introduction to this book, Dr. 
Mark Abrams wrote, inter alia, that ‘‘the 
many who are faced with the task of find- 
ing out what market research is all about, 
and the comparatively few who aim to earn 
their living as market research workers, 
will equally find this a rewarding and 
businesslike book.’’ With this statement | 
thoroughly agree. The book will satisfy a 
creat need in the literature on the subject, 
and will be regarded as a classic in its par- 
ticular sphere. 


A.G.W. 


An Introduction to Costing Procedures: R. Kreirn Yorston, B.com., P.1c.a., S. R. 


BROWN, F.C.A. 


(aust.), and H. L. SAINnsspury, A.I.C.A., 


A.c.A.A.; The Law Book 


Co. of Australasia Pty. Ltd. Pp. 292, price £1/15/-. 


This book is obviously designed to give 
the accounting student a smooth and at- 
tractive beginning to the study of cost ac- 
counting, and its careful preparation will 
ease him painlessly over from the study of 
the ‘‘front that the entity presents to 
society’’ to the study of ‘‘entities within the 
entity.’’ It moves from a detailed consider- 
ation of the relationship of financial ac- 
counting and cost accounting through the 
manufacturing account and cost of pro- 
duction to different types of cost systems— 


job and process, historical and predictive. 
Purchasing forms and procedures follow, 
then personnel and time-keeping records 
and methods of paying wages, down to 
manufacturing-expense allocation, budget- 
ing and recovery, finally finishing with a 
description of accounting for job costing, 
process costing, and standard costing. 

It is gratifying to see that this introduc- 
tory text deals with cost concepts in the 
early chapters. Many students never seem 
to lose the idea of the immutability of cost 
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Book Reviews—continued 
measures that they gain in their early 
studies of cost accounting. An early ap- 
preciation of different concepts of cost pro- 
vides a broader outlook. 

Whilst several pages in the text are com- 
mendably devoted to process-costing pro- 
cedures, however, little mention is made 
in the discussions on standard-cost pro- 
cedures of the relationship between stan- 
dard-costing and _ process-costing pro- 
cedures. Standard costing in theory is 


relatively simple, but the quality of the 
answers given by advanced students to 
standard-cost examination problems is so 
poor that it indicates a fairly widespread 
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lack of basic understanding of the signifi- 
cance of the procedures. The method of 
showing how standard costs are injected 
into process costing would appear to be a 
happy way of giving a good grounding in 
standard costing. 

The text is illustrated with more than 50 
forms and statements which will be of 
value to the practising accountant and the 
student alike. At the end of most chapters 
there are examination problems which are 
useful for the student to check his pro- 
gress, and which increase the value of the 
book for class tuition. 





THE CLEARING HOUSE 


A PROBLEM IN COST ACCOUNTING 


The problem submitted in the June 1951 
issue has so far excited two solutions. 

The problem was :— 

A manufacturer had in stock material 
purchased at 10/- a lb. This he processed 
at a cost of 3/- a lb., and sold the pro- 
cessed material to a customer for 15/- 
a lb. 

He replaced the material at a cost of 
17/- a lb. 

What was the cost of the manufac- 
tured goods and what profit did he make, 
if any? 

Mr. 8S. G. Bigwood, A.C.W.A., A.C.A.A., 
of Cheltenham, Victoria, says :— 

‘*Provided that the processing cost of 
3/- a lb. included all overhead expenses, 
the goods cost 13/- a lb. to manufacture, 
giving a profit of 2/- a lb. The fact that 
the manufacturer replaced the material at 
17/- a lb. is a herring of so red a hue that 
in these days of political tension I hesitate 
even to mention it. 

‘‘Needless to say, the manufacturer 
would have to sell this replacement 
material (after processing it at the same 
cost of 3/- a lb.) at 22/- a lb. to maintain 
a profit of 2/- a lb.’’ 

Mr. D. Cantle, of Sydney, takes a differ- 
ent line :— 

‘‘The hypothetical manufacturer may 
well be confused and unconvinced on any 
reply that the accountant would essay to 
make. 


“To give the comment some semblance 
of brevity, the further assumption (which 
is not essential for the consistency of the 
comment) is made that the replacement 
stocks are purchased before the close of 
the accounting period. The manufacturer 
can now have two answers which are based 
on widely established accounting prin- 
ciples. These are :—- 

Answer [— 

per lb. 
Sale of product ye es we Ve 
Deduct cost of product--- 
Materials used 
(FIFO) 


Process costs 


Profit 
or answer I[I]— 


Sale of product... .. 

Deduct cost of product— 
Materials used 

(LIFO) 17 

Process costs - 3 


Loss 


‘“‘If the Australian accountants and 
manufacturers show a marked preference 
for answer I, as against answer II, this 
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The Clearing House—continued 
may only be due to the particular nature 
of the taxation legislation. 

‘‘The total range of variance is naturally 
7/-, representing the total price movement 
in material cost during the period. This 
total range is only highlighted by the as- 
sumption made above. 

‘‘But if the manufacturer or cost ac- 
countant leans more towards the economic 
implications of the problem than towards 
the accounting traditions which should be 
applied in arriving at a solution, he may 
reason thus :— 

‘“‘The proceeds from that particular 
venture amount to 15/- per lb., while a 
further 2/- per lb. must be found to re- 
establish the original position (ie. the 
original stock now costs 17/- per Ib.). 
Clearly a loss equivalent to 2/- per lb. of 
product sold has been incurred. And all 
this has absorbed productive time. 

‘*‘So now we have three answers, all 
plausible and all different. By adhering to 
one, a distribution of ‘profit’ may be made, 
while according to another the business is 
headed for the scrap heap, making a heavy 
‘loss’. In the third case the ‘loss’ indicates 
that a revision of business policy is neces- 
sary, to say the least. 

‘‘It is interesting to note that in Aus- 
tralia the manufacturer is taxed on the 


‘profit’. 
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‘*The problem is a particular example of 
a much broader one, namely that of ac- 
counting for profit under inflationary 
conditions, which problem becomes a 
wider one still: accounting for profit in an 
economy where the value of money is fluc- 
tuating. 


‘What do the expressions of profit in 
accounting statements prepared in 1951 
mean? 


‘*Without much diffidence one can dis- 
miss all the solutions submitted in these re- 
marks as being highly unlikely to be an 
explanation of the actual state of affairs in 
this simple case. Of course the whole diffi- 
culty is based on the acceptance of the 
monetary convention as a tenet of account- 
ing faith, but is the convention essential to 
the existence of accountancy as a science? 

‘The trouble is that there are no im- 
mediately observable alternatives to the 
convention. Money owes its existence to 
the fact that it is the common denominator 
into which all economic activities can be 
resolved. But the use of money es the basis 
of accounting statements involves the ex- 
pression of independent (?) variables in 
terms of another variable which depends 
for its value on the net result of the inter- 
actions of all other variables in the system. 


‘*Ts the answer a lemon ?’’ 


Have you anything to clear? 
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wicke, A. R. Hughes, N. T. Kidd, R. W. Laycock, B. G. F. MeGrane, R. C. McLean. 


Admitted as Associates: 
Miss A. J. Pereira and Messrs. D. Cantle, W. A. Holt, H. Kitchell, E. E. M. Lilley, G. F- 


Magee, J. N. A. Thomson, C. E. White, H. G. Wruck. 
Advanced to Fellow: 
Mr. A. J. J. Daffy. 
Names Removed from Register: 
Mr. A. H. Giddey (deceased), and Messrs. F. E. Barnard, 8. J. Davies, KE. J. Hosey 
A. G. M. McCrae, H. B. Smith, R. W. Wilson. 
QUEENSLAND 
Admitted as Associates: 
Messrs. P. G. Leivesley, V. A. E. McConkey, J. P. McDonald. 
Names Removed from Register: 
Messrs. F. Reimers, F. J. Skipper, J. Yeowart (ali deceased). 
WESTERN AUSTRALIA 
Admitted as Provisional Associates: 
Messrs. H. Elks, A. J. Michell. 
TASMANIA 
Admitted as Provisional Associate : 
Mr. K. G. Rasmussen. 
AUSTRALASIAN INSTITUTE OF COST ACCOUNTANTS 
New SoutH WALES 
Admitted as Provisional Associates: 
Messrs. P. Muleahy and N. K. Blacker. 
Admitted as Associates: 
Messrs. D. C. Coggan, S. F. Gray, G. J. Holliday, and B. Pollock. 
VICTORIA 
Admitted as Associates: 
Messrs. M. M. Brumby and A. Y. Stirrat. 
Advanced from Provisional Associate to Associate: 
Mr. F. J. Burrows (Tasmania). 


PROPOSED PROFESSIONAL QUALIFICATION IN 
MANAGEMENT ACCOUNTANCY 


The Institute of Cost and Works Accountants has announced that its members 
are considering a scheme to establish a Fellowship grade of the Institute as a quali- 
fication in management accountancy. 

When the scheme is approved, the Institute will award two grades of member- 
ship, namely, the Associate Member, as at present, for the qualified cost accountant, 
and the Fellow Member for the qualified management accountant. 

The Institute believes that, while the Associate Membership has long been recog- 
nized as the appropriate qualification for the cost accountant, indicating that th 
holder possesses a good part of the knowledge required by the management accoun- 
tant, no recognized superior qualification is offered by any professional body to in- 
dicate overall competence and adequate experience appropriate to the senior appoint- 
ments in management accounting. 

Under the scheme, Fellow Membership will be open to all Associate Members of 
the Institute, and to members of other accounting organizations provided they pass 
the Institute’s Fellowship examination in those subjects not adequately covered by 
their own examining bodies, and comply with the conditions laid down, which pre- 
scribe a minimum age limit of 26 years, evidence of five years’ experience in, and 
‘urrent engagement in, a responsible position in management accountancy. 
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A cheque was delivered by the agent of 
the drawer to the payee to whom the 
drawer was not indebted, but who received 
it in good faith, with the request, made by 
the agent, that the payee should pay the 
cheque into her account and draw cheques 
in favour of persons whom he indicated, 
amounting substantially to the amount of 
the cheque. Subsequently payment of the 
drawer’s cheque was stopped. In an action 
on the cheque by the payee against the 
drawer— 





J. M. GREENWOOD, LL.B., F.I.C.A. 


BILLS OF EXCHANGE: CONSIDERATION FOR EXCHANGE OF CHEQUES 


LIBEL: DEFENCE OF FAIR COMMENT—ARTICLE CRITICIZING CONDUCT 


Held: the payee had acted pursuant, as 
she believed, to a request of the drawer, 
conveyed by her agent, that the amount 
specified in the cheque should be used for 
the purposes indicated by the agent, and, 
therefore, the paying by the payee of the 
cheque into her account and the drawing 
of cheques by her on her account against 
it was sufficient consideration to support 
an action on the cheque by the payee 
against the drawer. (Cole v. Muilsome, 
[1951] 1 All E.R. 311.) 


OF NEWSPAPER—NO NEED FOR FACTS ON WHICH COMMENT MADE TO 


In an action claiming damages for libel 
the plaintiff, K., a shareholder and director 
of companies owning newspapers, alleged 
that the libel was contained in an article, 
written and published by -the defendants, 
which was headed ‘‘ Lower than |K.]’’ and 
which, making no further direct reference 
to K., was an attack on a report contained 
in a newspaper with which K. was not 
connected. K. claimed that the words 
meant, and were understood to mean, that 
he was a person who used his position as 
a director of newspaper companies to pro- 
cure the publication of statements he knew 
to be false. The defendants in their de- 
fence denied the innuendo and pleaded: 
‘‘Further or in the alternative if and so 
far as the said words refer to |K.] they 
are a fair comment made in good faith and 
without malice on a matter of publie in- 
terest namely the control by [K.] of the 
newspapers... referred to in para. 1 of the 





A purchaser of goods deposited with the 
vendor, as security for the purchase price, 
a travelling clock which belonged to him, 
it being agreed that, if the purchaser did 
not pay for the goods within one month 
from the date of the purchase, the vendor 


BE STATED 


LARCENY: GOODS LEFT AS DEPOSIT TAKEN AWAY BY DEPOSITOR 








statement of claim.... Particulars of the 
specific facts on which the said words are 
a fair comment are delivered separately.” 
K. argued that the defence of fair comment 
was not available because the facts, or some 
of them, on which the comment was made 
were not contained or specifically referred 
to in the article. 

Held: the criticism of a person alleged 
to be responsible for the conduct of a 
newspaper, directed to the manner in which 
that newspaper presented news, was prima 
facie to be dealt with on the same lines as 
criticism of a book or play, and, therefore, 
it was not necessary, at least where, as 


here, the general nature of the comment 
was indicated in the rest of the article, that 
there should be in the article citations or 
examples by reference to which the reader 
could judge the fairness of the comment. 
(Kemsley v. Foot and Others, [1951] 1 All 
E.R. 331.) 






would be entitled to sell the travelling 
elock. The purchaser then took the goods 
away. Later, returning to the shop when 
the vendor was not there, the purchaser 
took the clock away without paying the 
price of the goods. He did this to preven! 
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Legal Section—continued 
the vendor from selling the clock, but with- 
out any intention of charging him with its 
loss. 

Held: the vendor, as bailee, had a special 
property in the clock, and, therefore, he 


The Australian Accountant 433 


was the owner thereof within s. 1 (2) (iii) 
of the Larceny Act 1916 (Eng.); the res- 
pondent intended to deprive him of his 
special property, and, consequently, he was 
guilty of larceny under s. 1 (1). (Rose v. 
Matt, |1951] 1 All E.R. 361.) 


NEGLIGENCE: ACCIDENT TO UNAUTHORIZED PASSENGER IN LORRY— 
LIABILITY OF EMPLOYER 


The defendants, a firm of contractors, 
were engaged in building work at an aero- 
drome, and they provided lorries to convey 
their employees to the various places of 
their work on the site. In the eab of each 
lorry was a notice indicating that the 
driver was under strict orders not to carry 
passengers other than the employees of the 
defendants during the course of, and in 
connexion with, their employment, and 
that any other person travelling on the 
vehicle did so at his own risk. The driver 
of the lorry in question in the present case 
had also received clear oral instructions to 
that effect. In fact, it was not unusual for 
men not employed by the defendants to 
make use of the defendants’ lorries as a 
means of transport, but it was found that 
the defendants did not know of that prac- 
tice. The plaintiff, a labourer employed by 
another firm of contractors engaged on 
work at the aerodrome, while on his way 
to work, was permitted by the driver to 
ride on one of the defendants’ lorries for 
some distance across the aerodrome. In 


dismounting, the plaintiff was injured 
owing to the driver’s negligence, and he 
claimed damages from the defendants for 
the negligence of their servant. 

Held: in the absence of proof that the 
defendants knew or must have known that 
persons other than their own employees 
were carried in the lorries, the plaintiff, 
while on the lorry on the occasion in ques- 
tion, was a trespasser, and therefore the 
defendants were not under any duty of 
care to him. 

Semble, the act of the driver in taking 
the plaintiff as passenger was outside the 
scope of his employment. 

Per Asquith, L.J.: ‘‘I should hold that 
taking men other than the defendants’ em- 
ployees on the vehicle was not merely a 
wrongful mode of performing an act of 
the class which the driver in the present 
case was employed to perform, but was the 
performance of an act of a class which he 
was not employed to perform at all.”’ 
(Conway v. George Wimpey & Co. Ltd., 
[1951] 1 All E.R. 363.) 


COMPANY LAW: REDUCTION OF PAID-UP BUT NOT NOMINAL CAPITAL 


The Seeond Division of the Court of 
Session approved a proposal to reduce the 
capital of a company in Re Stevenson, 
Anderson & Co. Ltd. (Law Journal, 6 
April 1951). The reduction was to be 
effected by repaying 10/- on each fully- 
paid £1 share, but it was not proposed to 
reduce the nominal capital. In spite of the 
fact that doubts were expressed in Re 
William Brown, Sons & Co., [1931] S.C. 


701, as to this method of reducing capital, 
the Court found that the method had been 
in force for a great many years and such 
a construction of the several Companies 
Acts over the past sixty years could not 
now be disturbed. (Re Fore Street Ware- 
house Co. Ltd. (1888), 59 L.T. 214, and Re 
Scottish Vulcanite Co. (1890), 21 R. 752, 
followed.) (From The Accountant dated 
5 May 1951.) 


THIRD PARTY INSURANCE: LIABILITY OF INSURANCE COMPANY 
WHERE JUDGMENT OBTAINED AGAINST TRADER BUT MOTOR 
VEHICLE OWNED BY COMMONWEALTH 


At the time of the accident giving rise 
to the claim for damages, the car bore a 
trader’s plate. The trader, G., held a policy 
issued under the Motor Vehicles (Third 


trader’s plate was affixed. 


Party Insurance ) Regulations 1943 
(N.S.W.) covering any vehicle to which the 
The governing 
Act, the Motor Vehicles (Third Party In- 
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surance) Act 1942, defined ‘‘motor 
vehicle’’ to exclude any motor vehicle 
*“‘owned’’ by the Commonwealth of Aus- 
tralia. Here the car was the property of 
the Commonwealth, and the defendant in- 
surance company, A., relied on this to deny 
liability. 

Held (Full High Court): that the defi- 
nition of ‘‘owner’’ which included ‘‘ (a@) in 
a case where a trader’s plate is affixed to 
the motor vehicle—the trader to whom 
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such trader’s plate is in issue’’, was so con- 
structed that it was not possible for some 
individual to fulfil the description and at 
the same time the Commonwealth of Aus- 
tralia, and that the definition of ‘‘owner”’ 
governed the use of the word ‘‘owned’’, 

Therefore, the trader ‘‘owned’’ the 
vehicle within the meaning of the Act and 
the policy included the risk in question 
and the plaintiff, G., was entitled to re- 
cover. (Genders v. Ajax Insurance Co. 
Ltd. (1950), 81 C.L.R. 470.) 


CONTRACT: WHETHER EXPRESSION “POUNDS STERLING” MEANT 


In 1895 the Colony of Queensland issued 
debentures undertaking to effect repay- 
ment in 1945 in pounds sterling either in 
Brisbane, Sydney, Melbourne, or London 
at the option of the holder. Upon maturity, 
the holders claimed that they were entitled 
to be paid in English currency in London 
or the equivalent in Australian currency 
if the debentures were repayable in Aus- 
tralia. 


Held (Privy Council) : that the question 
must be determined according to the 
proper law of the contract, which was that 
of Queensland, at the date of issue; that 
although the money of account was the 
same and the money of payment substan- 
tially the same, the monetary system of 


ENGLISH OR AUSTRALIAN POUNDS 





Queensland was not in a real sense the 
same as that of Great Britain because the 
former depended on the law of Queens- 
land; that the use of the word ‘‘sterling” 
did not import the meaning of English 
currency; and that there was nothing to 
indicate that the debentures were to be re- 
paid in anything but the lawful money of 
Queensland. Consequently, the obligation 
would be discharged by payment in Aus- 
tralian pounds. 

‘‘The Government of a self-governing 
country, using the terms appropriate to its 
own monetary system, must be presumed to 
refer to that system whether or not those 
terms are apt to refer to another system 
also.’’ (Bonython v. The Commonwealth 
(1950), 81 C.L.R. 486.) 


CONTRACT: WHETHER IMPLIED TERM THAT PERFORMANCE WAS 
SUBJECT TO QUOTA RESTRICTIONS 


An Indian partnership agreed to sell 
jute to an English company for shipment 
to Genoa by a certain date. Exports of 
jute from India were governed by a quota 
system which had the effect of restricting 
the quantity which the sellers could export 
to Italy. In the result less than one-third 
of the jute was shipped in time. The buyer 
claimed damages. It was contended on 
behalf of the sellers that a term should be 
implied in the contract that it was subject 
to the necessary licences and quotas being 
obtainable in order to give it the efficacy 
which both parties intended. 


The Court of Appeal held that the Court 
would read an implied term into a contract 
only where it was clear that both parties 
intended that term to operate; that, al- 
though both parties knew that the contracts 





could only be met out of the sellers’ quota, 
the question whether that quota would 
suffice for the purpose depended on matters 
concerning the conduct of the sellers’ busi- 
ness which were peculiarly within their 
knowledge as opposed to that of the 
buyers, and that an unqualified provision 
to the effect that the contract was subject 
to the quota being sufficient and to the 
seller using his best endeavours to obtain 
a sufficient quota would be quite inade- 
quate to secure the business efficacy of the 
contracts; and, therefore, as the parties 
could not be taken to have intended that 
the term sought by the sellers to be implied 
should be incorporated in the contracts, It 
was impossible to read into the contracts 
the term contended for by the sellers. 
(Partabmull Rameshwar v. K. C. Sethia 
(1944), Ltd., [1951] 2 All E.R. 352.) 
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SETTLEMENT: VARIATION HELD INIMICAL TO INTERESTS OF CHILD 


In 1939 the parties were married, and 
in 1940 a child was born. The parties had 
entered into an ante-nuptial settlement 
under which the wife’s fund was settled 
on the wife for her life and after her death 
on the husband for his life, and thereafter 
the fund was given to the children or re- 
moter issue of the marriage as the husband 
and wife jointly should appoint. The hus- 
band’s funds was directed to be held on 
similar trusts mutatis mutandis, the hus- 
band taking the first life interest. In 1948 
the marriage was dissolved on the ground 
of the husband’s adultery. On the question 
of the variation of the settlement, the hus- 
band and the wife agreed that the rights, 
powers, and interests of each in the other’s 
fund should be extinguished as if the one 
had died in the lifetime of the other, but 
on behalf of the child objection was taken 
to the husband’s request that he be at 
liberty to revoke the trusts of the settle- 
ment relating to a moiety of his fund and 


to appoint that moiety or any part thereof 
to any after-taken wife or issue of any 
marriage. The value of the wife’s fund 
was approximately £6000, and the hus- 
band’s fund, which consisted only of 
reversionary interests, approximately 
£12,000. 

Held, having regard to the facts: (1) 
that the variation agreed would remove one 
life interest standing between the child and 
her reversion to each fund, and (2) that, as 
the husband had settled all his property as 
part of his fund and had no expectations, 
the husband might, if no revocation were 
permitted, have such a feeling of injustice 
as to impair the satisfactory relationship 
which seemed to exist between the husband 
and the child, the husband ought to be al- 
lowed to revoke the trusts relating to two- 
fifths of his total fund, subject to his ap- 
pointing the remaining three-fifths to the 
child. (G@arforth-Bles yv. Garforth-Bles, 
[1951] 1 All E.R. 308. 


MASTER AND SERVANT: SPECIAL RISK OF INJURY TO WORKMAN WITH 
ONLY ONE EYE 


The decision of Lynskey, J., in Paris v. 
Stepney Borough Council reversed by the 
Court of Appeal ([1949] 2 All E.R. 843) 
(reported in the June 1950 issue of this 
journal) has been restored by the House 
of Lords ({1951] 1 All E.R. 42). 

The appellant was employed as a fitter 
in the garage of the respondent borough 
council. To the knowledge of the respon- 
dents, he had the use of only one eye. While 
he was using a hammer to remove a bolt 
on a vehicle, a chip of metal flew off and 
entered his good eye, so injuring it that he 
became totally blind. The respondents did 
not provide goggles for the appellant to 
Wear, and there was evidence that it was 
not the ordinary practice for employers to 
supply goggles to men employed in garages 
on the maintenance and repair of vehicles. 

Held: (i) the condition of the appel- 
lant’s eyes, the knowledge of the respon- 
dents, the likelihood of an accident happen- 
ing, and the gravity of the consequences if 
an accident should occur, were relevant 
facts to be taken into account in determin- 


ing the question whether or not the res- 
pondents took reasonable precautions for 
the appellant’s safety; (ii) (Lord Simonds 
and Lord Morton of Henryton dissenting) 
in the circumstances the respondents owed 
a special duty of care to the appellant, and, 
whether or not goggles should have been 
supplied to two-eyed workmen engaged in 
the same work as the appellant, they 
should have been provided for the appel- 
lant, and the respondent’s failure to pro- 
vide them rendered them liable in negli- 
gence. 

Lord MacDermott pointed out that the 
employer’s duty is ‘‘to take reasonable care 
for the safety of his workmen.... The duty 
is owed to the workman as an individual 
and...must be considered in relation to 
the facts of each particular case.’’ His 
Lordship rejected the finding of the lower 
Court based on the view that ‘‘the greater 
risk of injury is not the same thing as the 
risk of greater injury’’, and said that the 
employer’s duty must be directed to both 
the risk and the degree of the injury. ‘‘It 
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seems to me to follow,’’ he added, ‘‘that 
the known circumstances that a particular 
workman is likely to suffer a graver injury 
than his fellows from the happening of a 
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given event is one which must be taken 
into consideration in assessing the nature 
of the employer’s obligation to that work- 
man.’’ 


ANIMAL STRAYING ON HIGHWAY: DUTY OF OWNER 


The plaintiff was riding his motor bi- 
eyele along the highway when a mare 
jumped over a hedge bordering the high- 
way, descended on the motor bicycle, and 
injured the plaintiff. The animal was un- 
broken, over five years old, and had a 
propensity to stray, but the county court 
judge found that she had not a dangerous 
nature. On appeal— 


Held (Court of Appeal) : the occupier of 
land bordering the highway was under no 
duty to prevent his animals from straying 
on the highway unless they were dangerous 
(as, eg., owing to their frolicsome be- 
haviour) or mischievous; the fact that the 
mare in the present case had a special pro- 
clivity towards straying did not impose 
such a duty on the defendant; and, there- 
fore, he was under no liability to the plain- 
tiff. 


Searle v. Wallbank, [1947] 1 All E.R. 
12, applied. 

Per Sir Raymond Evershed, M.R.: (i 
Apart from the ease of special propensities, 
liability is not imposed on the owner of an 
animal by reason of special circumstances 
affecting the nature of the locus in quo, 
that is, is not imposed because the animal 
when straying goes over or through a 
hedge or down a bank and thereby creates 
the accident. (ii) It must be treated as 
clear that an animal, though not savage, 
which is dangerous because of its frolic- 
some behaviour, must be taken to have pro- 
pensities against which (if he knows of 
them) the owner has a duty to guard. If 
the horse had a propensity for leaping 
over hedges on passers-by, and that were 
known to the owner, he might well be 
under a duty to’ keep the horse tethered. 
(Brock vy. Richards, [1951] 1 All ER 


261.) 
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BUDGETS AND BUDGETARY CONTROL 


y 
F. H. WrmuiamMs 
PART III 


the estimated cash balance at the end of 


Financial Budgets 

The financial budgets form an important 
part of the budgetary system. They show 
whether the financial structure is capable 
of supporting the plan of operations as 
planned in the master operating budget. 

They consist of the cash budget and the 
budgeted balance sheet. 
The Cash Budget 

This budget sets out the estimated cash 
position for the period covered by the 
budgetary system—jit shows the cash 
(bank) balance at the start of the period, 
estimated receipts and expenditure, and 


the period. To be effective, the budget 
must be operated on a short-term basis— 
example, monthly. 

From time to time it may be necessary 
to raise funds by means of bank loans, 
ete., arrange purchases of plant for ex- 
pansion purposes, carefully watch the 
effect of the credit and collection policy 
on the cash estimate—thus the necessity 
for this budget. 

Chart No. 11 illustrates the cash budget, 
and the following brief description of the 
figures used may assist in a clear under- 
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standing of the estimate. Assume that the 
practice’ of the industry is to pay for 
materials and sundry purchases half cash 
and half in 30 days; customers pay 40% 
eash, 40% in 30 days, and 20% in 60 days. 
Wages are paid as earned. The proposed 
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purchase of plant is to be paid for in 
June, land in April, and the dividend to 
be paid in February. The loan on mort- 
gage is to be raised in May. The sales in 
the preceding November and December 
are £5700 and £8800 respectively. Pur- 
chases in December are £1000. 


CASH BUDGET 


for Six Months to 30 June 1980 


Jan. Feb. 
£ £ 


Sales £4,325 £4,780 


June 


Var. Apr Vay 
£ £ £ £ 
£7,075 £10,120 £10,985 £12,715 





40% 

40% 30 days 

20% 60 days 
Loan 


cash ae £1,730 £1,912 
1,520 1,730 
1,140 1,760 


£4,390 


Income £5,402 





£5,086 
4,394 
2,024 


£4,048 
2 830 


956 


£4,394 
4,048 
1,415 
4,000 


£2,830 
1,912 
865 


£5,607 £7,834 £13,857 £11,504 





Purchases— 
50% cash 
50% 30 days 
Wages ee a 
Sundries—Manf. 
Sales 
Deliv. .. 
Admin. .. 


£650 
600 
2,500 
400 
720 
220 
,200 
4,000 


£600 
500 
2.500 
400 
700 
210 
1,200 
Dividend 
Land 
Plant 





Expenditure £6,110 


£10,290 


Balance— 
At start 
At end 


£3,000 £1,280 
£1,280 ' £3,608* 
Note: Overdraft 


£650 
900 
2,400 
440 
1,240 
364 
1,200 


£800 
700 
2,500 2,400 
440 500 
200 1,230 
260 300 
1,200 ,200 


£900 
800 


£700 
650 
2,500 
420 
810 
240 
,200 


3,000 
5,000 


£12,194 


£10,100 °7,380 





£310* 
£1,000* 


£6,787* 
£310* 


£4,521" 
£6,787" 


£3,608* 
£4,521* 
is shown by * 





Cuart 1] 


The Budgeted Balance Sheet 

The plan or estimate to conserve the 
funds invested in the business is the 
budgeted balance sheet. This budget may 
be prepared once the plan of operations 
as been set out—the master and cash 
budgets completed. By striving to achieve 
the position as set out in this budget, the 


management is enabled to readily see the 
desired financial and profit position. It 
may be argued that this budget is un- 
necessary—as, in some cases, may well be 
true—but it does complete the budget pic- 
ture, particularly as regards the financial 
structure. An illustration is shown in 
Chart No. 12. 
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Item 





ASSETS: 

Current— 
Cash at bank 
Debtors 
Stock 

Fized— 
Plant and Fittings 
Buildings 
Land 
















Totals .. 


LIABILITIES : 

Current— 
Bank overdraft 
Creditors 

Deferred— 
Mortgage 

Capital— 
Paid-up ad aa 
Profit—Est. net profit 

Est. dividend 


Totals .. 


BUDGETED BALANCE SHEET 
as at 30 June 1980 


Actual 
31/12/79 
z 


£3,000 
5,000 
3,000 


16,000 
7,000 
3,000 


Estimate 
30/6/80 
£ 


8,000 
4,400 


19,000 
6,800 
6,000 






— or + 
£ 


— £3,000 
+ 3,000 
+ 1,400 


+ 3,000 
— 200 
+ 3,000 


















































£37,000 £44,200 +- £7,200 
— £1,000 + £1,000 
1,300 1,500 + 200 
4,000 + 4,000 

32,000 32,000 — 
3,700 9,700 + 6,000 
— 4,000 — 4,000 
£37,000 £44,200 + £7,200 
























Other Budgets 

The kind of budget so far dealt with is 
termed a ‘‘fixed budget.’’ A definite tar- 
get is set for each budget, and a fixed al- 
lowance made for the costs—thus the sales 
figure is fixed, and so, consequently, is the 
expense involved. Obviously a change in 
volume (activity) is not catered for, and 
therefore the fixed budget loses much of its 
value for controlling the various functions 
of the business. This weakness may be 
overcome by the preparation of a ‘‘ flexible 
budget.”’ 
Flexible Budget 

This budget may be defined as an esti- 
mate which provides a ready means of 
establishing the exact budget figures for 








CHART 12 










a given volume of business, thus enabling 
an accurate comparison of actual results 
with definite estimates. It is based on the 
fact that for various normal changes iD 
volume, fixed expenses vary but little, 
while variable expenses are usually dirett- 
ly related to the extent of the activities of 
the concern—so that definite figures are 
set out for fixed expenses irrespective of 
the volume of activity, but variable ex 
penses are adjusted according to the 
volume achieved. 


Assuming therefore that a fixed budget 
is compiled for an estimated sales volume 
of £20,000, the flexible budget for a 
actual sales volume of £30,000 may be 
illustrated as per Chart No. 13. 
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FLEXIBLE BUDGET 
Fixed 
Budget 
£ 
. £20,000 


Item 


Sales 


Flexible 
Budget 
£ 
£30,000 





Cost oF SALES— 
Material used 
Labour " 
Fixed expense— 
Rent 
Insurance 
Depreciation .. 
Factory salaries 
Variable expense— 
Indirect wages 
Sick and _ holiday 
pay .. ; 
Workers’ compensa- 
tion insurance 50 
Factory supplies 800 
Power and light 100 


£7,000 
5,000 


300 
100 
400 
400 
1,000 


100 


£11,000 
7,500 
300 

100 


400 
400 


1,500 





Totals .. . £15,200 


Gross profit £4,800 
Less selling and adminis- 


tration expense 1,800 





Net PRorir £3,000 
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Sometimes it is the practice to prepare 
budgets for various levels of sales, using 
the principle illustrated above. These may 
be set out in the one budget in columnar 
form, which is then termed a ‘‘multiple 
budget.’’ 


Movable Period Budgets 


In some quarters it is held that budgets 
which are not on a short-term basis are un- 
satisfactory, owing to the variations which 
take place during a lengthy period. The 
view is that the budget should be prepared 
for, say, six months, and at the end of each 
month the figures for that month are 
dropped and another month added. Any 
necessary revision of the figures is also 
made. This is termed a ‘‘movable period 
budget.’’ (See Chart 14 below.) 


Conclusion 


It may be wise to sound a note of warn- 
ing in that budgetary control, like any 
other ‘‘system,’’ is designed to assist the 
management of a concern—in this case to 
obtain control over the various functions 
of the business—it is not in itself manage- 
ment. The preparation of the budget must 
be approached, therefore, in a practical 
manner and the full system, as briefly out- 
lined above, simplified and streamlined to 
suit the circumstances of the individual 
concerned. 





MOVABLE PERIOD BUDGET 


Jan. 


£ 
2,000 


Feb. 


£ 


3,000 
3,000 


Mar. 


3,500 
4,000 


Apr. May June July 
£ £ £ £ £ 


4,000 
4,000 


2,500 
3,000 


3,000 


3,000 5,000 
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On Marriage 

Sir John More, the fifteenth century 
judge and father of Sir Thomas More of 
Utopia fame, is debited with the remark 
that a man taking a wife is like one putting 
his hand into a bag of snakes with one eel 
among them; he may light on the eel, but 
it is a hundred chances to one that he shall 
be stung by a snake. 

For my own part I am content. 
always detested eels, and, after all, 
are antidotes for most snake bites. 


I have 
there 


Yesterday 
What’s gone and what’s past 
should be past grief.—Shakespeare. 
Let the bury its dead !— 
Longfellow. 


help 


dead _ past 


Today 

Look to this day! For it is life, the very 
life of life. In its brief course lie all the 
verities and realities of your existence- 
the bliss of growth; the glory of action; 
the splendour of beauty. For yesterday is 
but a dream and tomorrow is only a vision. 
But today well lived makes every yesterday 
a dream of happiness and every tomorrow 
and vision of hope. Look well, therefore, 
to this day! Such is the salutation to the 
dawn.— Kalidasa. 


Tomorrow 

Take therefore no thought for the 
morrow : for the morrow shall take thought 
for the things of itself. Sufficient unto the 
day is the evil thereof—St Matthew vi; 
34. 


Time is My Estate 

An Italian philosopher expressed in his 
motto, that time was his estate; an estate, 
indeed, which will produce nothing with- 
out cultivation, but will always abundantly 


repay the labours of industry, and sati ty 
the most extensive desires, if no part of 
be suffered to lye waste by negligence, 
be overrun with noxious plants, or laid out) 
for show rather than for use——The Ra 
bler, No. 109, 30 March 1751. 


Temperance 

He who restrains himself in the use of 
things lawful, will never encroach upom 
things forbidden.—The Rambler, No. 110, 
6 April 1751. 


The Fate of the Perfectionist 

He that pleases himself too much 
minute exactness, and submits to endu 
nothing in accommodations, attendance 
address, below the point of perfection, 
whenever he enters the crowd of life, be 
harassed with innumerable distresses fre 
which those who have not in the same m 
ner increased their sensations find no diy 
turbanece.—The Rambler, No. 112, 13 Ap 
1751. 
The Clock of St. Dunstan’s 


Visitors to London will be reward 
when passing down Fleet Street by a sight 
of the clock of St. Dunstan’s Church. 
clock was made in 1671 and stood before 
the old church. The clock is unique in tha 
it is the first clock in London to shew 
minutes on the dial. The old church 
demolished in the 1830’s. The clock 
then bought by the Marquess of Hertfa 
for £200. He installed it at his house® 
Regent’s Park. The house was therea 
named St. Dunstan’s. That is how @ 
famous blind school derives its name. % 
Dunstan’s Church was rebuilt in ! 
Street, and in 1935 Lord Rothermere ™& 
turned the clock to its original site outsi@ 
the church. In 1950 the clock itself wast 
stored and regilded. It now awaits you 
pleasure. 











